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FOREWORD 


During the past six years the legal profession in the United States has 
been subjected to a searching and critical self-analysis. The Survey of the 
Legal Profession, a broad study of the functioning of lawyers in a free 
society, has cast light into some hitherto dark corners of the profession. The 
answers to the Survey’s questions have seldom been startling, but they have 
always been illuminating. One of the most intriguing queries was also the 
simplest: “What do lawyers do?” The simplicity of the question belies the 
complexity of the answer. 

A generalized response is given in The American Lawyer,! a summary of 
the Survey, in the following language: “Lawyer efforts run the alphabetical 
gamut from argument to zeal, dealing with matters ranging from abandon- 
ment to zoning. A complete list of the activities and services offered by the 
genus Attorney is impossible; in fact, it might even be easier to itemize the 
things lawyers do not do. ... Nor is the answer to be found by analyzing 
the day’s doings of the traditional lawyer stereotype. The attorney and 
counselor-at-law does go to court and does argue his client’s cause before 
judge and jury—but this activity constitutes an almost infinitesimal portion 
of his day’s work load.” The summary goes on to point out that 78.89 per 
cent of the lawyers surveyed in the Martindale-Hubbell reports are en- 
gaged in private practice. These private practitioners represent clients from 
every walk of life. The clients, in turn, have multitudinous interests which 
encompass all aspects of contemporary society. Clearly one of the most im- 
portant segments is American business. 

Of course, thousands of lawyers are employed directly by business, as 
house counsel, trust officers, and the like, but the general practitioner fre- 
quently finds himself cast in the role of business advisor and consultant. The 
extent of the individual lawyer’s concern with the problems of business is 
dramatized by the 1950 Illinois Bar Journal questionnaire in which Illinois 
attorneys placed corporation law fifth in their field of interest, out of a 
list of fourteen subjects. It was preceded only by such traditional favorites 
as probate and trust law, real estate law, civil practice and procedure, and 
federal taxation. 

This issue of the Law Forum presents a symposium on “Organizing and 
Advising a Business Enterprise.” The five articles were chosen because they 
represent some of the most provocative areas of “business law.” The writers 
started work on their respective articles prior to the adoption of the Internal 
Revenue Code of 1954 and indeed some of the papers were entirely written 
before this major revision of our basic tax structure. The Law Forum owes 
a special debt to these contributors who have revised their manuscripts in 
the light of the tax changes. Of course, it is too soon to give definitive 
answers to the many tax problems raised by the new Act but the authors 
have raised red flags where it was not possible to furnish complete road maps. 


' BLAUSTEIN AND Porter, THE AMERICAN LAWYER, 41 (1954). 





“Choosing the Form of Business Enterprise” is more than a catalogue 
of the standard legal forms—sole proprietorship, partnership, joint stock 
company, business trust, limited partnership, and corporation. It is a plea 
for greater originality in the use of forms and against the stultifying rigidity 
to which classification so often leads. “The lawyer must be alive to the al- 
most infinite variations possible within these forms.” The authors discuss 
the forms against the background of legality, liability of the owners, con- 
trol and management, continuity, finance, cost and convenience of doing 
business, and taxation. 

A lawyer is frequently called upon to give advice as to the form of a 
business enterprise; at times he must also help decide the number of business 
enterprises to be used. “Choosing the Number of Business Enterprises” is 
intended to focus attention on some of the problems involved in combining 
and dividing business interests. The author uses such fascinating headings as: 
methods of dividing a corporate business, administrative burdens, labor 
problems, tax rates, accomplishing different tax results, etc. 

Not the least of the problems of the business enterprise is financing. 
Here the lawyer may be called on for advice that falls outside the pale of 
law in the strict sense; he may be an economic as well as a legal advisor. The 
next two articles “Financial Problems of the Business Enterprise” —“Getting 
the Money In” and—‘Getting the Money Out” are devoted to this dual 
role of the attorney. The first of these two articles discusses types of se- 
curities, sources of money, the federal and state securities Acts, and pro- 
cedures in public financing. The latter article is a neat blend of law and 
economics as the author points out both operational and legal criteria for 
profit distribution, the duty to maintain solvency, the duty to preserve in- 
vestment in a corporation, the duty to distribute profits withholding divi- 
dends to reduce taxes, salary and interest payments, and many other im- 
portant facets of getting the money out of a business enterprise. 

“Trading in Business Ownership” is the final article in the symposium. 
This paper is primarily concerned with the purchase and sale of shares of 
stock and the complex of legal problems raised thereby. 

The Winter, 1954, issue of the Law Forum will contain a companion 
symposium on “Litigation Arising Out of Business Relations.” 


Joun E. Cripset 
Editor, Law Forum 








CHOOSING THE FORM OF 
BUSINESS ENTERPRISE 


BY RAY GARRETT * AND RAY GARRETT, JR.* 


A LEGAL SYSTEM without forms is difficult to imagine. Whether we 
mean the forms of documents which save numberless hours and ease the 
process of administration or the more fundamental abstract forms of the 
substantive law, they are very likely indispensable. But they are also the 
enemies of creative thought and analysis. There is always the danger that 
the “form” of document will be followed too closely and fail to meet the 
particular case. So, too, with the substantive forms, which can acquire a 
degree of rigidity and specificity stultifying development without justifica- 
tion, as did the limited forms of action of the common law. 

A practicing lawyer, needless to say, is not entirely free to speculate 
on the theoretical validity of the forms (meaning, hereafter, substantive 
forms) generally accepted by the system in which he operates. Engaged 
as he is largely in the business of predicting the thoughts and actions of 
others, he must for the most part accept as fact the ideas which he knows 
to be well established. And yet, if he is to serve his clients and his pro- 
fession well, his mind must be open to the possibilities of adapting forms 
to the needs of particular situations, and perhaps, even to the creation of 
new forms. A current illustration is the movement among lawyers in the 
direction of a “close corporation,” where within the corporate form the 
owners preserve many of the characteristics of partners, pending legislative 
recognition of a new statutory form. 

In the field of business organization it is essential, on the one hand, to 
know that certain forms of organization exist. Courts and lawyers and 
businessmen will inevitably force any given business organization into one 
of the accepted forms, so it is important to know what legal consequences 
will flow from an organization’s being characterized as one form rather than 
another, and to know what elements or attributes of an organization are 
decisive in this characterization. On the other hand, the lawyer must be 
alive to the almost infinite variations possible within these forms. Beyond 


* RAY GARRETT. LL.B. 1916, Illinois Wesleyan University; Chairman 
of the Corporation Law Committee of the Chicago Bar Association 
(1950-53); Chairman of the Section of Corporation, Banking and Busi- 
ness Law of the American Bar Association (1954-19—); partner in the 
firm of Sidley, Austin, Burgess & Smith of Chicago. 


* RAY GARRETT, JR. B.A. 1941, Yale University; LL.B. 1949, Harvard 
Law School; Assistant Professor of Law at New York University 
(1950-1952); associate of the firm of Gardner, Carton, Douglas, Roemer 
& Chilgren of Chicago. 
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the few irreducible elements necessary to cause an organization to take a 
particular form there is ample room and need for the skill, wisdom and 
imagination of counsel. 

Choosing the form is indeed a necessary and important step in the 
organization of a business enterprise, but it should not be regarded as decid- 
ing more than in fact it does. Accordingly it is the suggestion, even the 
major thesis, of this article that choosing the form should be the end and 
not the beginning of legal analysis of an organizational problem, lest too 
early a decision on form will force upon the organization attributes neither 
appropriate nor necessary. Analysis, it is suggested, may more properly 
begin with a consideration of the needs and desires of the client and a study 
of the extent to which they can be satisfied within the available forms. Only 
then can these factors and their influence on form be evaluated and the 
wisest decision finally made. 


DESCRIPTION OF FORMS 


There are commonly said to be six forms available generally throughout 
the United States: sole proprietorship, partnership, joint stock company, 
business (or “Massachusetts’”’) trust, limited partnership, and corporation. 
Other forms exist by local statute, such as the Pennsylvania “partnership 
association,” 1 or for restricted purposes, such as agricultural cooperatives.” 
But on the whole one seeking to organize a business for profit must think in 
terms of these six forms. 

This, as we have said, is the common identification of forms, and it is 
useful and convenient for many purposes. It is not a useful classification for 
all purposes because it does not always indicate a significant grouping of 
types of organization. For example, in considering the federal tax treatment 
of a business organization it is far more useful to think of sole proprietor- 
ships, partnerships, and “associations.” The Internal Revenue Code does not 
recognize the joint stock company or the business trust as a separate class 
and the “limited” feature of a limited partnership has no tax relevance. Fur- 
thermore, the meaning of “partnership” in the tax classification is not the 
same as, or at least not coextensive with, its meaning for many other pur- 
poses. So it is with other particular aspects, and one might almost say that 
business organizations must be reclassified for each aspect being studied. 

Returning to the customary forms, their general characteristics are 
presumably well known and need not be set out at length here. We intend 
only to call to mind their more basic elements. 


Sole Proprietorship 


Sole proprietorship is a pretentious term for doing business for oneself. 


'PurpoN’s PENN. Stat. ANN. tit. 59, c. 3, 8 341-461 (1930). 
* ILL. Rev. Srar., c. 32, § 305 et seq. (1953). 
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No legal formalities are necessary to create an enterprise in this form. Such 
affairs as are not handled individually by the proprietor are handled through 
agents whose authority may be wholly informal. The form is usually asso- 
ciated with small, local businesses, but there is no legal or theoretical limit 
to the scope or complexity of its operations. This is, in a sense, the ele- 
mentary form. One who does business without creating an organization in 
any other form, does it as a sole proprietor. 


Partnership 


A partnership is defined in the Uniform Partnership Act * as “. . . an 
association of two or more persons to carry on as co-owners a business for 
profit.” It is created by contract, which may be wholly informal or evi- 
denced by a written agreement, and the relations of the partners among 
themselves and with others are largely governed by the Uniform Partnership 
Act, which has been adopted with some variations by thirty-two states and 
territories.t This Act, with respect to internal arrangements, largely sets out 
rules to govern in the absence of agreement, and many of the supposed 
attributes of a partnership can be varied if the partners so desire. This is 
not true, however, of partnership relations with third persons where the 
rule of mutual agency and personal liability apply unless the third person 
agrees differently. The partnership form is adaptable to almost any type of 
business and is widely used. 


Joint Stock Company 


A joint stock company, where not formed under a specific statute, is 
a highly organized partnership with a relatively large number of partners, 
or “members,” whose interests are transferable. It is created by contract 
which could legally be informal but is, probably without exception, em- 
bodied in a written document usually called the “articles of association.” 
The articles normally define the interests of members and place the powers 
of management in a board of directors or trustees who appoint officers. 
This has the significant legal effect of depriving the ordinary partners or 
members of their powers of general agency, but it does not change the rule 
of personal liability. Historically, the joint stock company was clearly an 
attempt, and a largely successful one, to create an effective business organi- 
zation with reasonable stability drawing on capital contributions from many 
sources at a time when incorporation was not generally available. Although 
the form may still be used, it has been almost wholly superseded by corpora- 
tions under modern general corporate laws. 


*U.P.A. § 6 (1). 

* Alaska, Ark., Cal., Colo., Del., Idaho, Ill., Ind., Md., Mass., Mich., Minn., Mo., 
Mont., Neb., Nev., N.J., N.M., N.Y., N.C., Ohio, Ore., Pa., S.C., S.D., Tenn., Utah, 
Vt., Va., Wash., Wis. and Wyo. 
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Business Trust 


A business (or “Massachusetts”) trust is an organization in which title 
and powers of management are held by trustees and the contributors of 
capital are in the position of beneficiaries. Although no statutory formalities 
are usually required ® the form is customarily created by a written trust 
agreement setting out the terms of the trust, the powers and duties of 
trustees, and the interests of the beneficiaries. These interests are usually 
evidenced by freely transferable certificates. 

The business trust is something of a monument to the ingenuity of coun- 
sel in overcoming the prohibition against corporations owning real property, 
on the one hand, and the rule of personal liability for members of joint 
stock companies, on the other. In its homeland, Massachusetts, it has been 
largely successful, but elsewhere it has traveled a bumpy road. Courts of 
other states have not always been willing to take the trust form seriously, 
and, especially where the members are given some control over the trustees 
and some voice in management, unfriendly courts have been prone to 
declare the beneficiaries to be partners and so personally liable after all. In 
addition the form has been grouped with corporations for federal tax pur- 
poses and has been required to qualify in foreign states, while archaic 
restrictions on corporate activities have largely disappeared. Consequently 
its usefulness has been reduced almost to the vanishing point. 

The remaining forms differ from those above described in that they 
can be created only pursuant to statute. Limited liability is a salient feature 
of each, and they are expressions of the general attitude of the common law 
that an owner of a business can avoid full personal liability on business debts 
only by sovereign grace. 


Limited Partnership 


A limited partnership is “. . . a partnership formed by two or more per- 
sons ... having as members one or more general partners and one or more 
limited partners. The limited partners as such shall not be bound by the 
obligations of the partnership.” ® The form was invented, so to speak, over a 
century ago to permit one to invest in a partnership in return for a share of 
the profits without thereby becoming a partner as to third persons. It first 
appeared in American law in New York? and has since been authorized by 
the laws of every state. The most common statute today is the Uniform 
Limited Partnership Act, which has been adopted by thirty-five states and 
territories.’ Limited liability is achieved only for the limited partner, who 


® See, however, 6 Micute, ANN. Laws or Mass., c. 182 (1933). 
*ULP.A. § 1. 


™N.Y. Laws of 1822, c. 244. 

® Alaska, Ariz., Ark., Cal., Colo., Fla., Ga., Hawaii, Idaho, Ill., Ind., Iowa, Md., 
Mass., Mich., Minn., Mo., Mont., Neb., Nev., N.H., N.J., N.M., N.Y., N.C., Okla., Pa., 
R.I., S.D., Tenn., Utah, Vt., Va., Wash. and Wis. 
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loses his privileged status if “. . . in addition to the exercise of his rights 
and powers as a limited partner, he takes part in the control of the busi- 
ness.” ® Creation of the form, that is, perfection of the status of the limited 
partner, requires the filing or recording of a certificate in accordance with 
the statute.!° The principal raison detre of this form has disappeared with 
the acceptance of the rule that profit-sharing alone does not produce a 
partner.'! Because of this it has been wisely said: 

“The limited partnership is no longer of much utility, except for the 
formation of associations which cannot conveniently be incorporated, 
such as brokerage firms. It is used also by theatrical producers and 
‘angels,’ who invest in productions.” !* 


Corporation 


A corporation, of course, is universally and pre-eminently statutory in 
that its existence must be derived from a statute and its internal, as well as 
many of its external, relations are largely governed by statute. Every state 
today has a general law for ordinary business corporations, and for our 
present purposes a corporation may be defined as a business association 
organized under such an act. Some legal formalities are everywhere required 
for its creation, and failure to comply with the formal requirements may 
mean failure to achieve corporate status, causing the stockholders to be 
treated (at least for the benefit of third persons) as partners. Without 
attempting a further description of the form it may be helpful to restate 
what are usually regarded as the principal advantages of incorporation, as 
set out by Ballantine: '* 


“(1) the capacity to hold property, to contract, to sue and be sued 
as a legal unit or distinct entity; 

(2) exemption of shareholders from individual liability; 

(3) continuity of existence in spite of death or changes of members; 

(4) transferability of shares; 

(5) centralized management under a board of directors; 

(6) standardized methods of organization, management and finance 
for the protection of shareholders and creditors under statutory regula- 
tion.” 


The relative rather than absolute quality of these advantages should be 
readily apparent. Each of them is obtainable to some degree in the other 
forms, but only the corporation offers them all. For them, however, a price 
must be paid in statutory formalities, regulation, frequently increased ex- 
pense and a different tax status, publicity, and so on. Consequently a large 


°U.L.P.A. § 7. 

See U.L.P.A. § 2. 

" Beginning with Cox v. Hickman, 8 H. L. Cas. 268, 11 Eng. Rep. 431 (1860). 

CRANE, PARINERSHIPS 117, 118 (2d ed. 1952). Until recently corporate members 
were not permitted on the New York Stock Exchange. 

8 BALLANTINE, CORPORATIONS 1 (rev. ed. 1946). 
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part of the task of choosing a form of business organization is the process 
of evaluating these and other advantages of incorporation and deciding 
whether they are worth the cost. 


LEGALITY 


With these alternatives in mind, choosing a form for a particular busi- 
ness organization becomes a process of analyzing and evaluating the various 
factors determining the choice. There is, to be sure, no necessary order of 
consideration, but since the factor of legality may well sharply limit or even 
determine the choice, regardless of other factors, there is some justification 
for giving it early treatment. 

For a wide area of business activity, any form of organization is legally 
permissible, but there are some instances in which the law either forbids 
the use of a particular form or, less often, prescribes the form. Most obvious 
is the universal prohibition against corporations engaging in the practice of 
the “learned professions.” This prohibition has been held to be a matter of 
common law, or “public policy,” 14 but is frequently found in the statutes.'® 
It may be expected to extend to any occupation based on the licensing power 
of the state, because a corporation cannot meet the personal qualifications. 

Until recently corporations were forbidden membership on the New 
York Stock Exchange, and limited partnerships are also excluded from cer- 
tain types of business in some states.'® 

On the other hand, national banks must be incorporated,’ and only 
incorporated state banks can be members of the Federal Reserve System.'® 
Insurance companies and utilities may be required to incorporate.!® 

It is well also to keep in mind that incorporation of certain types of 
businesses are customarily subject to special corporation laws and cannot be 
formed under general acts. Banks, insurance companies, and railroads are 
frequently in this category but so are less obvious types in some states.?° 


™ State Electro-Medical Inst. v. Nebraska, 74 Neb. 40, 103 N.W. 1078 (1905). 

“Tt is often not found in the general corporation act but in the provisions pertain- 
ing to the particular profession; e.g., the Itt. Rev. Srat., c. 32, § 157.3 (1953) permits 
incorporation for any lawful purpose or purposes except banking, insurance or the opera- 
tion of railroads. The prohibition against corporate legal practice is found in a separate 
statute directed to that purpose alone, ILL. Rev. Srat., c. 32, §§ 411-415 (1953); while 
the prohibition against corporate architectural practice is in an act governing that prac- 
tice, Itt. Rev. Stat., c. 10%, § 3 (1953). 

"For a list of occupations forbidden in the different states, see 8 Unir. L. ANN., 
§ 3) (P9z2). 

* National Banking Act, 12 U.S.C. § 21, 24 (1952). 

* Federal Reserve Act, 12 U.S.C. § 321 (1952). 

* See, e.g., N.Y. Ins. Law, § 43. 

See, e.g., the complex classification under the New York statutes set out in 
ROuRLICH, ORGANIZING CorPORATE AND OTHER Business ENTERPRISES, 12, 13 (rev. ed. 
1953). The New York statutory scheme excludes from the general act (the Stock Cor- 
poration Law) such categories as “agricultural and horticultural corporations,” “corpora- 
tions for horse-breeding and racing,” “educational corporations,” and “cemetery associa- 
tions.” 
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Although legality of the form for a particular enterprise will not often 
be an obstacle, it is serious when encountered. Accordingly the legal avail- 
ability of the various forms must be ascertained before the choice of form 
can be made. 


LIABILITY OF OWNERS 


The possible liability of the owners for the debts of the business is 
seldom, if ever, a matter of indifference, but the materiality of the factor 
varies greatly among different situations. It depends not only on the forecast 
as to whether substantial claims will arise against the enterprise, but also 
on the practical likelihood of owners having to meet claims from personal 
assets not devoted to the business, and on the portion of their wealth which 
they intend to risk in the business. The potential liability in some businesses 
is much heavier, in proportion to capital, than in others, while one who 
expects to risk his entire fortune in an enterprise is less in need of limited 
liability than one who has much uncommitted wealth. In addition, the 
practicability of binding third persons by contract not to look beyond assets 
of the enterprise and in protecting against tort claims by insurance varies 
substantially among different types of business. 

The legal situation may be summarized briefly. In the absence of con- 
tract, the owner of a sole proprietorship is personally liable on all obliga- 
tions of the business. Legally he is the business. Since a sole proprietorship 
is not a legal entity distinct from the owner, he is liable on all claims arising 
from acts of himself or his agents and servants within the rules of agency 
law and the doctrine of respondeat superior. 

Similarly, a partnership is not a legal entity. As to third persons every 
general partner is an agent for all the others with respect to partnership 
business,?! and all partners are jointly, or jointly and severally, liable on 
claims arising from the acts of any one of them within the scope of this 
authority,”* as well as for claims arising from acts of the agents and servants 
of the partnership. The rule is made harsher by the fact that any partner 
may be made to answer for the full claim although his proportionate share 
in the enterprise is small. He is, of course, entitled to contribution from the 
others,?* and by agreement this may be made proportionate to his share of 
capital. But this is protection only where the other partners are available and 
solvent. The scope of a partner’s agency may be reduced by agreement, but 
not as to tort claimants or third persons without notice. 

This potentially ruinous liability and the danger of unauthorized trans- 
actions are perhaps the principal factors which make the partnership form 


7 ULP.A. § 9. 

"Id. § 15. For those acts requiring express authority from all the partners, see 
$9 (3). 

*UP.A. § 18. 
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inappropriate for the association of strangers or for acquiring capital from 
one who will not take an active part in the enterprise. The form is satis- 
factory only where the partners have mutual confidence, and, by and large, 
where all intend to participate in the affairs of the firm. 

The liability of a member in a joint stock company is that of a partner, 
but the effect of this is somewhat tempered by the rule that members, as 
such, “. . . do not speak and act for each other as agents as do general 
partners.” 24 With this form it is important to have confidence not so much 
in the other members as in the directors or trustees and the officers selected 
by them. It is possible to limit the scope of the directors’ authority and that 
of agents whom they employ by the terms of the articles of association; 
indeed, this is customary. And it is further possible to contract for limited 
liability in each transaction. Whether these means offer sufficient protection 
must necessarily depend on the particular circumstances. In the absence of 
statute there is no available means for creating constructive notice by filing 
or recording the articles, so that much depends upon the practicability 
of bringing the limitations to the attention of third persons as well as obtain- 
ing their agreement not to look to members’ personal assets. 

A limited partnership, on the other hand, does provide limited liability, 
but only for the limited partner. The liability of general partners is un- 
changed. Since a limited partner loses his protected status by taking part 
in management,”* the form is useful as insulation only for a passive investor, 
and not for one seeking to organize and manage an enterprise. 

While limited liability for the investor is obtainable in a friendly juris- 
diction by a properly organized business trust, this is not the whole answer 
for one who wishes to manage as well as invest in an enterprise to be organ- 
ized. To be in a position of legal control, he must be trustee; whereas if he 
wishes to invest, he must also be a shareholder-beneficiary. Generally trus- 
tees are personally liable on contracts made in pursuance of their duties. 
Business trust agreements habitually contain a clause absolving the trustee 
on contracts, but the clause, to do its work, must at least come to the notice 
of third parties, and it has been held that even this is not enough, that there 
must be a stipulation in the individual contract.?* As for tort liability a 
trustee would get some protection from the customary provision in the trust 
agreement making him liable only for “. . . his own wilful default or 
neglect.” 27 

It should be mentioned again that the business trust as a form suffers 


** 16 FLETCHER CYCLOPEDIA CorPorATIONS § 8283, p. 1156 (rev. ed. 1942). 

* UPA; S$ 7; 

**See note, Massachusetts or Business Trusts, 156 A.L.R. 22, 174 (1945). 

*7 16 FLETCHER, CYCLOPEDIA CoRPORATIONS, § 8255, p. 1108 (rev. ed. 1942). The rule 
that too much control by the shareholders over the acts of trustees will make them 
partners as to third party claimants may cause trouble where the trustees are also share- 
holders, especially where they are the sole shareholders. See note, Massauchuetts or 
Business Trusts, 156 A.L.R. 22, 107 (1945). 
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from a lack of uniformity of treatment principally with respect to the limita- 
tion of liability. This alone tends to make it inappropriate for an enterprise 
expected to do business in many states and in which potential liability is a 
substantial factor. 

In contrast to the other forms, perhaps the best known advantage of a 
corporation is the fact that stockholders whose shares are fully paid are 
almost universally free from personal liability on corporate debts.?* Statutes 
and state constitutional provisions making stockholders liable in certain situa- 
tions or to a limited extent have now largely disappeared,?® although they 
are still occasionally made personally liable on wage claims.*° 

Today the only substantial fear of loss of limited liability for the stock- 
holder in a properly organized corporation arises where he is in a control 
position and abuses the form so as to lead a court to “pierce the veil.” It is 
not easy to determine in every case what constitutes the requisite control 
and abuse, for it is well accepted that corporations are properly formed for 
the primary purpose of limiting liability and that one person may legally 
own all or almost all of the shares. Perhaps the most common instance of 
“piercing the veil” has concerned clearly undercapitalized corporations 
created to cheat creditors,°! but a complete disregard of corporate formali- 
ties may also be influential in causing the sole stockholder to be personally 
liable.22 Where, however, corporate formalities are substantially observed, 
capitalization is reasonably adequate, and the corporation was not formed 
to evade an existing contract obligation or a statute or to cheat or defraud, 
even a controlling stockholder can be confident of limited liability. 

The evaluation of personal liability in the choice of form ultimately 
requires a practical study of the particular circumstances. Only in the light 
of the facts of a given situation can it be determined whether limited lia- 


**Tt does not always come automatically. In Delaware the certificate of incorpora- 
tion must state, “Whether or not the private property of the stockholders . . . shall be 
subject to the payment of corporate debts, and if so, to what extent.” Det. Corp. Law 
§ 102 (7). 

* See, e.g., Catir. Const. Art. 12, § 3 (until 1930, stockholders liable on propor- 
tionate basis); Itt. Const. Art. XI, § 6 (until 1951 double liability for bank stock- 
holders); Minn. Const. Art. 10, § 3 (until 1930 double liability for stockholders of 
manufacturing and mechanical corporations); and National Banking Law, 12 U.S.C. 
§ 63-65 (1951) (until 1937 double liability for bank stockholders). 

* Micu. Const. Art. 12, § 4; N.Y. Stock Corp. Law § 71; Wis. Bus. Corp. Act 
§ 180.40 (6). 

“An obvious inadequacy of capital, measured by the nature and magnitude of the 
corporate undertaking, has frequently been an important factor in cases denying stock- 
holders their defense of limited liability.” Douglas, J., in Anderson v. Abbott, 321 U.S. 
349, 362, 64 Sup. Cr. 531, 538 (1944). See 1 FLETCHER, CycLopepiA Corporations § 41 
(rev. ed. 1942). 

* Dixie Coal Mining & Mfg. Co. v. Williams, 221 Ala. 331, 128 So. 799 (1930). 

For some discussion and cases see BALLANTINE, CORPORATIONS 298-303 (rev. ed. 
1946); Stevens, Corporations 95-99 (2d ed. 1949); Dopp anp Baker, Cases ON Cor- 
PORATIONS 393n, 394n, 395 (2d ed. 1951). 
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bility, alone, is worth the expense and trouble of incorporating. But in this 
regard the possibility of liability insurance must also be kept in mind. 
Where the only serious fear is tort liability from defective products or 
negligent driving of vehicles, for example, insurance may solve the problem. 


CONTROL AND MANAGEMENT 


The organizer of a business will always be interested in who will have 
control, and he should be interested in providing the organizational ma- 
chinery for efficient management. The characteristics of the various forms 
relevant to these factors may be simply outlined.*4 


Sole Proprietor 


The sole proprietor is legally his own boss. No other person has a legal 
right to participate in business decisions, except to the extent he has sur- 
rendered control by contract. 


Partnership and Limited Partnership 


The general rule of partnership law is that each partner shares equally 
in business decisions > and the majority governs, save as to fundamental 
changes or acts outside the scope of the business agreed upon, as to which 
unanimity is required.3* The partners may agree to any allocation of voting 
control or management responsibility and authority which they desire, so 
that highly centralized management is possible, including the placing of full 
control, within the terms of the agreement, in one partner. This offers wide 
possibilities for partnership organization except for two dangers. One is the 
rule which makes each partner a general agent for the others unless restric- 
tions on his powers are brought to the notice of third persons. Effective 
reservation of control in one partner therefore requires restraint on the part 
of the other partners or notice to third persons. The other danger is the 
likelihood that too highly organized a partnership will become an “associa- 
tion” under federal income tax law, which may defeat the very purpose in 
selecting the partnership form. 

A limited partnership presents no problem of control and management 
materially different from that of a simple partnership. A limited partner, to 
remain limited, must not take part in the conduct of the business,** although 
he does have the right to “true and full information” ** and his presence will 


* By “control” here we mean the power to make business decisions not restricted 
by “external” laws, regulations, and other influences which are largely independent of 
form. 


*U.P.A. § 18 (e). 
Id. § 18 (h). 
EPA. 8-7. 

* Id. § 10. 
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undoubtedly require more or less onerous restrictions in the partnership 
agreement.®® 

An important aspect of the partnership form is the right of delectus 
personae, that is to say, the right of each partner to choose his partners.* 
Where the desire is strong to prevent control from getting into the hands 
of strangers, this may be decisive. In a limited partnership both the general 
and limited partners have this right as to new general partners.*! A limited 
partner’s interest, however, is assignable, although a distinction is made 
between a simple assignee, who receives only his assignor’s interest in profits 
and capital, and a substituted limited partner, who also receives the right to 
information.*? A substituted limited’ partner must receive the consent of all 
the members unless the recorded certificate creating the limited partnership 
gives a limited partner the right to assign his full interest. 


Joint Stock Company 


A joint stock company has such provisions for centralized management 
as are set out in its articles of association. Customarily this means a board of 
trustees or directors who are elected by the members and who select the 
operating executives. In spite of its being treated as a variety of partnership 
for many purposes, the members do not possess powers of mutual general 
agency. Nor is there the right of delectus personae, for the “shares” are 
freely transferable unless restricted by agreement. 


Business Trust 


In a business trust, management is in the hands of the trustees, and 
must be if the shareholders, or “beneficiaries,” are to remain free from per- 
sonal liability. It is clear that “if trustees are only managing agents, subject 
to the express direction and control of the shareholders (for example, as to 
appointment or removal of officers and agents), personal liability will be 
imposed upon the shareholders as partners or principals.” #* It has even been 
said that the mere right to elect successor trustees is enough to have that 
effect.44 Obviously, safety requires that within the terms of the trust agree- 
ment the trustees remain largely autonomous and possibly self-perpetuating. 
It is largely academic to observe that where limited liability is not essential 
a wider variety of arrangements is possible, for in such a case the business 
trust form is not likely to be used at all. 


*See U.L.P.A. § 9 for other restrictions on acts by the general partners without 
the written consent of the limited partners. 


“U.P.A. § 18 (g). 

“U.L.P.A. § 9 (e). 

“Id. § 19. 

*’ BALLANTINE, CorPORATIONS 20 (rev. ed. 1946). 


“ Brown v. Bedell, 263 N.Y. 177, 188 N.E. 641 (1934). Cf. note, Massachusetts or 
Business Trusts, 156 A.L.R. 22, 116 (1945). 
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Corporation 


A corporation’s internal organization is governed by statute in certain 
important respects. The corporation laws generally provide that there be a 
board of directors which shall manage the “business and affairs” of the 
corporation, that the directors be elected annually (unless classified) by the 
stockholders, and that the directors shall elect certain officers.*® These pro- 
visions are mandatory. The exact scope of the directors’ authority is fre- 
quently uncertain, but it is prescribed by statute that at least the more 
fundamental acts are beyond their power and must be decided, or approved, 
by the stockholders.** The effect is centralized management for ordinary 
business purposes with resort to the stockholders for the periodic election of 
directors and approval of the most important acts. How far this normal 
statutory pattern can be varied by provisions in the articles is not well set- 
tled, but on the whole it must be substantially followed. Transferability of 
shares is also the normal rule and can be curtailed only in part. 


Control as a Function of Finance and Personality 


Speculation will readily disclose, and experience has abundantly proved, 
that control, in the sense of personal domination, is not wholly a function 
of form of organization. It is more nearly a function of finance and per- 
sonality. One who is able to furnish all or most of the capital can retain 
working control of his enterprise, properly organized, whatever the form.*? 
So, too, can one whose experience, character and personality are such as 
to persuade others to trust him with control and with their money. It is 
difficult to generalize on matters of personality, but as to finance and its 
effect on control certain general principles may be discussed. 

Whenever one accepts capital from another he assumes duties which 
to some extent limit his freedom of action. The practical problem, where 
outside capital is needed and yet retention of control desired, is to take the 
capital in a manner which will permit the least interference. 

In broadest terms the choice is between granting a proprietary interest 
with a right to share in profits and management or a debt interest with 
attendant contract obligations which may involve certain requirements and 
prohibitions respecting the conduct of the business and its financial condi- 
tion. Almost any variation of this broad pattern is legally possible, but as 
a practical matter few persons are willing to part with complete control 
over their money or to lend it for a long term without adequate protection. 


“ See, e.g., ILL. Rev. Srat., c. 32, §§ 157.33, 197.34, 157.43 (1953). 

“In Illinois, for example, these include merger or consolidation (Itt. Rev. Srar., 
c. 32, § 157.64 [1953]), sale, lease, exchange, or mortgage of all the assets not in the 
usual course of business (/d. §157.72), voluntary dissolution (Jd. § 157.74), and an 
amendment to the articles of incorporation (Jd. $157.53). 

“Tt may sometimes be necessary to share ownership and control in order to attract 
top managerial assistance. 
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Whatever the form of business organization, it may be that acquiring 
capital through long term debt will bring the least day-to-day interference 
with operations; and one who seeks eventual complete control may find 
it advantageous that debt capital is disposable when there are sufficient assets 
to pay it off, whereas a fellow proprietor cannot thus be forced out against 
his will. This is not to suggest, of course, that debt financing is always 
preferable or even possible. It may not be available if the business is too 
speculative or the proprietors have contributed little capital of their own. 
It may require the granting of a lien on physical assets, which, along with 
the debt itself, serves to exhaust the credit of the enterprise. It may bring 
limitations on operations through conditions and covenants in the loan 
agreement which seem more restrictive than the rights and wishes of stock- 
holders or partners. And finally, it will impose a fixed interest and possibly 
periodic prepayment obligations which can overburden the business, par- 
ticularly in its early years.*® 


Control Where Equity Capital Is Utilized 


Assuming that for one or all of these reasons equity capital is indicated, 
it then matters greatly whether it is to be acquired from one or a few 
persons or from many. If no more than a few, then any form of organiza- 
tion may serve the purpose, and the organizer can retain control provided 
he can persuade the others or can furnish the major portion of capital. If, 
however, there are to be many with an ownership interest, a form furnish- 
ing ready machinery for centralized management will seem preferable. In 
virtually every case this will mean a corporation, and the problem becomes 
one of devising a corporate structure which will attract capital without loss 
of control. 

Legally the problem arises from the fact that corporation laws gen- 
erally require the annual election by the stockholders of directors who in 
turn select the officers. Ordinary procedure for incorporation makes it easy 
for the organizer to assume his initial control. By the use of “dummies” as 
incorporators the corporation can be formed with minimum capital, the first 
board elected and the officers appointed, with the organizer in the key 
position. The difficult task is to avoid being thrown out when capital is 
expanded to the amount needed for business, and other stockholders come 
in with their votes. 

Frequently much can be done by the charter and its provisions as to 
capital and voting power. The statutory elective system cannot be avoided; 
that is to say, the charter cannot simply provide that the board be self- 


“This might be overcome in a special case by an agreement to take a share in 
profits in lieu of interest, though care must be taken that the lender does not thereby be- 
come a partner as to creditors of the enterprise. 
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perpetuating.*® But almost any arrangement of voting strength is at least 
legally possible through classification of shares. In most jurisdictions it is 
not necessary that all classes of shares be able to vote for directors.® Non- 
voting preferred shares are quite prevalent °! and classes of non-voting com- 
mon are often possible, though no longer popular. 

Something also can be done to insure control by way of proxies, voting 
trusts, and contracts between stockholders. These devices, however, fall 
short of perfection, either as to certainty or duration or both. 

While sufficient proxies may enable the proxyholder to elect the board, 
they are revocable by act or death of the stockholder unless coupled with 
an interest,5? and are ordinarily of short duration.®* The solicitation of 
proxies is the standard method by which management of a publicly held 
corporation seeks to perpetuate itself, requiring the relatively frequent, 
usually annual, expression of compliance from the stockholders. Experience 
has shown that whereas one may stay in office for a lifetime in this manner, 
insurrection through a proxy fight is always possible.*4 

A voting trust, under favorable local law,®® offers more long-lasting 
control, for the voting trustee can determine the election of directors within 
the terms of the trust, which may be made irrevocable and of substantial 
duration. A voting trust cannot be made permanent, but in the absence of 


” See, e.g., Itt. Rev. Srat., c. 32, § 157.34 (1953). Some corporation laws do not 
seem expressly to require annual election, but the requirement appears inferentially in 
limitations on the classifications of directors and elsewhere; see, e.g.. N.Y. Stock Corp. 
Law § 55; Dex. Corp. Law § 141 (d). 

Tn Illinois, the state constitution forbids non-voting shares. ILL. Const. Art. XI, 
§ 3; Inv. Rev. Srat., c. 32, § 157.28. See In re Polish American Bldg & L. Ass’n, 123 
N.J.L. 396, 8 A.2d 832 (1939), holding that the N.J. statute regulating building and 
loan associations forbids a non-voting class. See, also, 5 FLETCHER, CycLopepIA Cor- 
PORATIONS § 2026 (rev. ed. 1952). 

* Such shares may still have the right to vote on such matters as merger or con- 
solidation or amendments adversely affecting their class. See, e.g., Det. Corp. Law 
§§ 251 (c) and 242 (d) (1). Preferred shares are often given the right to elect some or 
all of the directors when preferred dividends fall in arrears. 

*? STEVENS, CorporATIONS 533 (2d ed. 1949). This is true even though they purport 
to be irrevocable. N.Y. Stock Corp. Law § 47-a (added by L. 1953, c. 863) sets out 
when a proxy is irrevocable and includes the interesting provision that it is irrevocable 
when held by “(d) a person who has contracted to perform services as an officer of 
the corporation, other than a banking corporation, if such a proxy is required by the 
contract of employment... .” 

°§Corporation laws frequently prescribe that, unless otherwise provided in the 
proxy, the proxy terminates within a short period. See Itt. Rev. Srat., c. 32, § 157.28 
(11 months); Dev. Corp. Law § 212 (3 years). 

Where the shares are listed on a national exchange, proxy solicitation is subject 
to S.E.C. regulation. Securities Exchange Act § 14; S.E.C. Reg. X-14. 

* Warren v. Pim, 66 N.J. Eq. 353, 59 Atl. 773 (1904), is the leading case striking 
down a voting trust where not expressly authorized by statute. New Jersey has since 
authorized them. N.J. Rev. Stat. § 14:10-10 (1937). The majority of cases have upheld 
voting trusts even in the absence of statute. 
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statute it can last a long time.5® Many states now govern such trusts by 
statute, prescribing the maximum duration and sometimes other terms and 
requiring filing with the corporation or with the secretary of state or his 
local equivalent.5? 

It is sometimes tempting to avoid the normal “political” consequences 
of a given capital structure by agreement among the stockholders or di- 
rectors, as where the directors agree always to elect a particular director 
as president, or where stockholders agree always to elect certain persons 
as directors. Superficially such agreements may appear to solve many con- 
trol problems, and sometimes they will, but on the whole they should 
be viewed with healthy distrust and suspicion unless very carefully drawn 
with a close look at the cases. An enforceable stockholders’ agreement giving 
effective control for an indefinite period to one person may well be im- 
possible in some jurisdictions and everywhere presents a serious challenge 
to the draftsman.®8 

Varying views of public policy have created uncertainty and confusion, 
both within and among the different jurisdictions, and generalizations are 
hazardous. It is reasonably safe, however, to predict that agreements among 
directors seeking to limit the free future exercise of their discretion will not 
be enforced, on the ground that directors owe a fiduciary duty to stock- 
holders to follow their own best judgment from time to time.5® Following 
this reasoning an agreement to which all the stockholders are parties should 
be valid, and this is the rule which at least one case has applied.® But even 
a unanimous agreement may be held invalid as an attempt by stockholders 
to usurp management which the statute places in the board of directors.* 
On the other hand, simple pooling agreements among several stockholders 


* Carnegie Trust Co. v. Security Life Ins. Co., 111 Va. 1, 68 S.E. 412 (1910), 
upheld a 25 year voting trust. 

* Cauir. Corp. Cope §§ 2230, 2231 (not over 21 years); Inu. Rev. Stat., c. 32, 
§ 157.30a (1953 (not over 10 years); N.Y. Stock Corp. Law § 50 (not over 10 years). 
For an excellent summary and collection of cases, see Dopp AND Baker, CAsEs ON Cor- 
PORATIONS 258-263 (2d ed. 1951). 

See Redfern, Shareholders’ Voting Agreements—Drafting Precautions, 46 Micn. 
L. REv. 70 (1947). 

® McQuade v. Stoneham & McGraw, 263 N.Y. 323, 189 N.E. 234 (1934). 

Clark v. Dodge, 269 N.Y. 410, 199 N.E. 641 (1936). (Two stockholders, who 
owned all the shares, agreed to keep one of them, who owned the lesser number, in 
office as director and general manager as long as he was faithful and competent.) 

“See, Jackson v. Hooper, 76 N.J. Eq. 592, 75 Atl. 568 (1910); BALLANTINE, Cor- 
PORATIONS 122 (rev. ed. 1946). Some statutes seem to grant broad discretion to the 
articles of incorporation. See, e.g., Det. Corp. Law § 102 (b) (i): “[The certificate 
of incorporation may contain] Any provision which the incorporators may choose to 
insert for the management of the business . . . and any provisions creating, defining, 
limiting and regulating the powers of the corporation, the directors and the stock- 
holders. . . .” and § 141 (a): “The business of every corporation . . . shall be managed 
by a board of directors, except as hereinafter or in its certificate of incorporation other- 
wise provided.” Cf. Int. Rev. Srat., c. 32, §§ 157.47 (1) and 157.33 (1953). 
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to vote as a group, either for particular persons or as a majority direct, seem 
to be generally valid.® 
In addition to these difficulties the practical success of a stockholder’s 
agreement regulating control requires that the shares not get into the hands 
of strangers. To prevent this legally requires careful planning. An attempt 
to restrict the transferability of shares encounters two legal policies which 
must be satisfied. One is the policy against unreasonable restraints on aliena- 
tion, which raises questions of the degree and terms of the restriction. The 
other is the policy of protecting the appearance of things to the unwary 
transferee for value, which raises questions of the expression of the restric- 
tion and the fairness of holding the transferee bound by it.® 
As with stockholders’ agreements, the cases dealing with restrictions on 
transferability are by no means uniform, and seemingly small differences 
may be decisive. An unqualified restriction against transfer at any time is 
pretty clearly invalid everywhere. Similarly, restrictions on transfer without 
the consent of others, such as the directors or the other stockholders, may 
also be expected to be unenforceable. It has also been held material whether 
the restriction is expressed in the charter, the by-laws, or a stockholders’ 
agreement, with the greatest dignity accorded the first of these. The type 
of restriction which seems most reliable is that which gives either the cor- 
poration or the other stockholders the “first refusal.” The difficulties in- 
herent in planning such restrictions have been summarized by Rohrlich:* 
“While agreements restricting the free transferability of stock in 
the manner suggested are generally valid, they will be strictly con- 
strued, and therefore great precision of draftsmanship should be em- 
ployed. Reported litigation suggests that the following points have 
presented the greatest difficulty to the draftsman: 
(a) The fixation of the price at which the purchase is to be made. 
(b) The character of the dispositions to which the restrictions are 
applicable. 
(c) The identity of the optionees and their several rights.” 


Form Is Not Decisive as to Control 


Even a brief discussion of control relationships possible within the 
various forms of organization indicates clearly that form is not in itself 
decisive. A sole proprietor may lose much effective control to his banker. 
A partner may have far less than an equal voice in partnership matters. 
And many corporations are largely dominated by a chief executive whose 


®See Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling, 29 Del. 
Ch. 610, 53 A.2d 441 (1947). BALLANTINE, CorPorATIONS 421 (rev. ed. 1946). 

*® The Uniform Stock Transfer Act, § 15, requires any restriction on transferability 
of shares to appear on the certificate representing the shares. 

* ROHRLICH, ORGANIZING CORPORATE AND OTHER Business ENTERPRISES 105 (rev. ed. 
1953). This work, pp. 96-139, contains an excellent practical discussion of the whole 
matter of close corporations. 
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ownership interest is slight. To a great extent, however, the situs of control 
can be foreseen and planned for, and it should be given the most careful 
consideration. 

It seems equally clear that whenever the ownership interests are either 
numerous or complex, a corporation will most often provide the means for 
a satisfactory adjustment of control. In such a situation, the most enduring 
arrangement will result when the interests are expressed in the corporate 
structure by provisions which are unquestionably valid under the corpora- 
tion law. Charter provisions which stray dangerously from the “statutory 
norm,” stockholders’ agreements which seek to avoid the ordinary conse- 
quences of incorporation, and other “gimmicks,” too frequently collapse 
under the strain of later dissension and discontent. The lawyer will serve 
his client best when the legal organization of the enterprise is solidly based 
on accepted legal principles and its internal structure fairly and accurately 
reflects the control, or power, interests, as well as the economic interests, 
of the parties concerned. 


CONTINUITY 


The uncertainties of human life and human desire raise the need for 
considering the ability of a business organization to survive successive 
changes in ownership. The problem has many aspects. A sole proprietor 
may not greatly care what happens to his business when he dies, but he may 
care about the ease with which he can take in a successor as manager when 
he retires. When more than one person is to share in ownership, each will 
surely be concerned with what happens to his interest upon the death or 
withdrawal of one of the others. Most men will also have an interest in 
what their business ownership or investment will give them to pass on in 
their estates. 

The actual longevity of a business organization as an economic unit 
is not to any substantial degree a matter of form. Whether it will endure 
through a change in ownership depends far more upon the personality of 
the new owners and the prosperousness of the enterprise than upon whether 
it is a partnership or a corporation. These matters are unfortunately beyond 
a lawyer’s competence. Nevertheless, much can be done to ease the legal 
elements of the process of change, and even more can be done to provide 
for easy transferability of interest where desired. These require foresight 
and planning, and it will be seen that the choice of the form of business 
organization determines the form of the steps which must be taken in 
providing for these matters but only in a limited sense does it determine 
the substance of what can be achieved. 

So far as the persistence of a business organization as a legal entity is 
concerned, the distinction between the forms is clear. A sole proprietor- 
ship necessarily dies with the sole proprietor. If he sells, it becomes a 
different sole proprietorship. The general rule of partnership law provides 
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that the death or withdrawal of a partner causes dissolution of the partner- 
ship.** Where the partners have agreed to carry on despite a withdrawal 
or death, the business may continue but it is generally said that a new part- 
nership is formed.® In a limited partnership the same rule applies as to the 
death or withdrawal of general partners, but not of limited partners. A 
joint stock company, however, survives the death of a member or the 
transfer of his interest, and so does a business trust as to the beneficial share- 
holders.** Corporations are generally said to have legal existence independent 
of their stockholders.® 

With any form, then, assuming a thriving enterprise, the paramount 
practical problem in providing for continuity will be finding managerial 
talent to continue the business. With a sole proprietorship this may also 
require eventual consideration of a change in form to permit the original 
proprietor or his estate to retain an interest in the business when manage- 
ment passes to another, whether heir or stranger. With a corporation 
changes in corporate structure may seem advisable. At the time of organiza- 
tion, however, planning for continuity is more serious a problem for a 
partnership, and to almost the same extent a close corporation, than for the 
other forms. 

The rule that a partnership dissolves on the death or withdrawal of a 
partner does not mean that the partnership business must cease if the part- 
ners desire otherwise and if proper planning is done and prior arrangements 
made.” Providing in the partnership agreement for the continuation of the 
business by the remaining partners is not difficult, but there is difficulty 
arising from the right in the withdrawn partner or his estate to receive the 
money value of his interest in the enterprise.*! The problem is in part one 
of providing an agreed method for determining the value to avoid pro- 
longed negotiation and possible litigation, and in part one of providing a 
method of payment that will not cripple the business by withdrawal of too 


SUPA. §.31. 

® Andrews v. Stinson, 254 Ill. 111, 98 N.E. 222 (1912); Crane, PARTNERSHIPS 392- 
393 (2d ed. 1952). 

*ULP.A. §§ 19-21. 

* There is some doubt and disagreement among jurisdictions as to whether a busi- 
ness trust is subject to the rule against perpetuities. “Generally the duration of these 
trusts is expressly limited to a period within the rule against perpetuities, as a matter 
of caution. .. .” 16 FLETCHER, CycLopEDIA Corporations § 8268, p. 1132 (rev. ed. 1942). 

® The charter often must specify the duration, which may be perpetual. See, 
e.g., Det. Corp. Law § 102 (a) (6); Inv. Rev. Srat., c. 32, § 157.47 (c) (1953). 

” See, generally, Fuller, Partnership Agreements for Continuation of an Enterprise 
after the Death of a Partner, 50 Yate L.J. 202 (1940); Mulder and Volz, The Drafting 
of Partnership Agreements (Am. L. Inst., Comm. on Continuing Leg. Educ. 1954); 
and Sarner, Organizational Problems of Small Businesses, 22-31 (Am. L. Inst., Comm. 
on Continuing Leg. Educ. 1951). 

"Survival provisions also tend to indicate an association for federal income tax 


purposes. 
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much capital. There are many accepted devices for solving both aspects of 
the problem.”? 

The stockholder of a corporation withdraws simply by selling his shares, 
and neither his withdrawal nor his death creates a legal problem for a cor- 
poration. The corporate entity survives, and there is no right against it 
for return of capital. Only in the case of a close corporation is the situation 
different and a problem raised similar to that faced by a partnership. The 
need in such case to raise funds for the purchase of shares from a stock- 
holder who dies or wishes to sell calls for similar planning.”* 

Although a partnership can be organized so as to survive the loss of 
an owner almost as easily as a corporation, it cannot be said that the forms 
are equally suitable for absorbing frequent changes in ownership interests. 
The close mutual fiduciary relation of partners makes it generally un- 
acceptable to provide for freely transferable partnership interests,"* and 
changes in membership will be relatively clumsy and relatively infrequent. 
Nor does it ordinarily provide the formal and mechanical aids to perma- 
nence with changing ownership which are readily available to, and even 
forced upon, a corporation.*® Consequently, where the original investors 
do not contemplate a reasonably extended and active association with the 
enterprise, or wish at any rate to remain free to come and go without caus- 
ing a major upheaval, there is a substantial advantage to the corporate form. 


FINANCE 


The striking thing about finance as a factor in the choice of form is 
the importance of custom and usage in contrast with rules of law. Although 
virtually any financial arrangement is legally possible with any form of 
organization, the exigencies of centralized financial markets combined with 
the peculiar emotions, even the superstitions, that accompany dealings in 
money and credit, have produced a stylization which sharply limits the 
practical choice. The lawyer and his client must conjure with the habits 
and prejudices of lenders and investors. 

Analysis of the financial factor in a choice of form should begin with 
an estimate of capital needs. A businessman who is able and willing to pro- 


® Some common provisions for fixing value are book value, independent appraisal, 
and periodic determination by all the partners. Some provide for payment (to avoid 
immediate lump sum payment by the remaining partners) by fixed instalments, by 
share of profits, and by proceeds of cross life insurance policies. 

™See page 374, supra. There is little danger that the corporation itself will be 
stripped of capital because of the usual limitations on a corporation’s purchase of its 
own shares. See, e.g., Int. Rev. Srat., c. 32, § 157.6 (1953). The failure to raise the 
funds will usually result in the shares going to a stranger. 

“There is also danger that this would create an “association” for federal tax 
purposes. 

* Attempts to “over-organize” a partnership, to give it an internal organization 
resembling a corporation, may likewise raise federal tax problems. 
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vide sufficient capital from his own funds has no immediate finance prob- 
lem to influence his choice of form; neither will a group of men seeking 
to organize a business, who collectively can furnish all the capital. Even 
with such persons as these, however, expected future financial needs may 
be influential. 

Where additional capital is to be sought, as it so often is, the further 
questions must be faced of how much and in what form. The questions are 
closely interrelated, and “how much” in this context means “how big a 
portion” as well as how many dollars. As a general proposition the greater 
the percentage of capital to be acquired from others the more likely that 
some of it at least must be acquired through equity rather than debt financ- 
ing. Lenders at fixed interest seek security of principal, which may mean 
sufficient assets to be mortgaged or pledged, but will at the least require the 
investment of sufficient equity capital to act as a “cushion,” as well as ade- 
quate earning power. Where the amount of equity capital is relatively small 
compared to the amount of capital to be acquired, the investor will ordinarily 
want the speculative advantage of a share in profits as compensation, so to 
speak, for absence of security of principal. Accordingly there is a limit to the 
percentage of capital which can advantageously be acquired through debt 
financing; and generally speaking the higher the proportion of debt the more 
expensive and the more onerous the contract restrictions to be expected. 

Furthermore, as we have pointed out before, finance is intimately re- 
lated to the question of control, and the desire of the organizer to retain 
control may strongly influence the form in which he should acquire capital. 
There are, of course, conflicting considerations. 

Lenders do not ordinarily participate in the actual conduct of the 
business, and they have the attractive quality of being disposable, if all goes 
well. Accordingly, one who needs capital to launch his enterprise but hopes 
some day to own it all, both as to profits and control, may find debt financ- 
ing the most attractive. But such a person must also reckon with the fact 
that long-term lenders habitually insist upon tying the borrower down in 
many ways affecting business operations, and fixed interest charges may 
seriously cripple a newly born business. Default on these charges will often 
mean loss of control and maybe more. If such restrictions and fixed charges 
make debt financing undesirable, the general rule should be kept in mind 
that, from the standpoint of retention of control, the more equity investors 
the better. 

Perhaps more significant than the absolute number of persons from 
whom capital will be sought is the question of public as against private 
financing. Public financing may often be the best source of capital on 
favorable terms, and it has advantages from the control aspect as well, but 
it brings peculiar disadvantages. A public offering of securities may require 
registration with the Securities and Exchange Commission and compliance 
with the Blue Sky laws of one or more states. This will usually not alter 
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the substance of the financing, but it will add to the cost and trouble. In 
addition, if the financing is public in the sense that it will involve sales to 
strangers through underwriters and dealers, the security offered must con- 
form to an accepted pattern and meet the underwriter’s ideas of what will 
sell. 

None of these considerations is necessarily determinative of the form 
of business organization. SEC registration and many Blue Sky laws apply 
to securities issued by persons doing business in any form, not just cor- 
porations.”¢ Yet it remains true that the practical availability of certain types 
of financing varies markedly among the different forms. 

Equity financing, for example, is impossible for the sole proprietor. By 
definition he is one who has not sold an ownership interest. He may, how- 
ever, approach it by a loan with interest payable by a share of profits.” 
Barring this, the sole proprietor is limited to finding debt capital, and, as a 
practical matter, this means private borrowing, secured or unsecured, on 
such terms as he can negotiate. 

A partnership, on the other hand, acquires capital in the contributions 
of the partners, and at least one source of more capital is more partners. 
This process, however, has limits. Too many partners raises organizational 
and related difficulties which may result in a taxable association. 

Neither a partnership nor a sole proprietorship can expect to find a 
ready market for a public issue of bonds or debentures, although there is 
no legal obstacle to such an issue. In this connection it may be well to 
observe that the factor of the owner’s personal liability is of little materiality 
in deciding which form offers the most satisfactory arrangements for debt 
financing. Long-term loans of a capital nature are invariably negotiated. 
If a sole proprietor or partners have adequate bargaining strength, the lender 
may contract to look for payment only from firm assets; whereas a lender 
may be able to force stockholders to become personal sureties on a loan to 
a corporation. It does, of course, handicap equity financing when the organi- 
zation cannot offer ownership investments with limited liability. 

Despite the various methods which, with resourcefulness and imagina- 
tion are available to the other forms, it remains true that the corporation 
offers the most abundant possibilities. The almost infinite variations in 
capital structure possible under the usual corporation law permit accom- 
modation of virtually any requirements on the part of investors and 
organizers. Of greater significance, where public financing is contemplated, 


® The Securities Act of 1933, § 2 (4), 48 Srat. 74 (1933), 15 U.S.C. 77 (b) (1952), 
defines “issuer” as “every person who issues or proposes to issue any security.” And 
§ 2 (2) defines “person” to mean “an individual, a corporation, a partnership, an asso- 
ciation, a joint-stock company, a trust, any unincorporated organization, or a govern- 
ment or political subdivision thereof.” 

™ He may find capital from one willing to become a limited partner, but in doing 
so he ceases to be a sole proprietor. 
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are the numerous forms of corporate securities readily accepted in the in- 
vestment market. Somewhere among the many classes of stock, common 
and preferred, bonds, debentures, convertible or otherwise, notes and loan 
agreements, there can be found a form of investment to suit almost any 
purpose.7® 


COST AND CONVENIENCE OF DOING BUSINESS 


The most efficient form of organization for doing business is ultimately 
the cheapest. There are, however, many situations in which the other factors 
are inconclusive so that expenses incident to one form rather than another 
become material and even decisive. Taking into account only the fees, inci- 
dental taxes (other than federal income tax) and the cost of legally requisite 
formalities, there is a clear progression from the least expensive, a sole pro- 
prietorship, to the most expensive, a corporation. Similarily as to con- 
venience, if we limit convenience to its narrow meaning of legal simplicity 
and absence of formalities. 

One can enter business as a sole proprietor simply by going to work. 
Nothing need be filed and no fees need be paid, and no taxes assessed on 
organizational elements. Property is held and litigation conducted in the 
name of the sole proprietor, and business may be done in any state without 
having to qualify or take other legal steps. 

A partnership is likewise free from legal imposition on its internal 
arrangements. Very often a reasonably formal written partnership agree- 
ment will be desirable; but the law does not require it, and if executed, it 
need not be recorded or filed. The Uniform Partnership Act permits prop- 
erty to be held and litigation conducted in the firm name rather than the 
names of all the partners. Nor is it necessary to qualify a partnership in 
other states. Generally no taxes are imposed on the formation or alteration 
of a partnership or transfers of partnership interests. A limited partnership, 
on the other hand, does bring formalities for perfecting the protection of 
the limited partner. A certificate must be executed and filed or recorded. 
There is no general requirement for qualifying a limited partnership in other 
states, and the protection afforded by the law of the state of formation 
should be honored everywhere. Even so, cautious counsel may think it 
desirable to record or file the certificate in each state in which business is 
done. 

At the other extreme, a corporation is governed by law as to the formal 
or procedural aspects of every step it takes, and fundamental changes in 


Tt is sometimes suggested that a corporation has an advantage over a partnership 
or sole proprietorship because the credit possibilities of the latter are limited to the 
owners’ personal resources. Such comment is misleading. The corporate form itself 
brings no financial resources, and in fact its credit possibilities are even less than the 
personal resources of the stockholders unless they come in as sureties. The financial 
advantage of the corporate form comes rather from its readymade devices for acquiring 
capital of many sorts, and its apparent continuity of existence. 
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corporate organization are closely regulated by statute and often subject to 
fees. There may be, and usually is, an organization tax, a fee for issuing the 
certificate of incorporation, recording fees in the counties, an annual fran- 
chise tax, a federal (and sometimes a state) stamp tax on transfers of shares, 
and an annual report due to the Secretary of State in the state of incorpora- 
tion. A corporation must also qualify in other states in which it intends to 
do business. Amendments to the corporate charter will bring more fees and, 
if there is an increase in authorized capital, frequently an additional tax. 
In addition to the fees and taxes, the reports and formalities of corporate 
action will increase secretarial expenses. 

The intermediate forms of joint stock company and business trust are 
not subject to statutory regulation except in a few states. Consequently, 
for the most part they resemble partnerships as to fees and taxes incident 
to formation, alteration, and doing business. They are not usually required 
to qualify in other states, although constitutionally they may be.” At 
common law they suffered procedural disadvantages in holding property 
and conducting litigation, but these are no longer serious under modern 
statutes. 

It is evident that the incidental costs of doing business are greatest for 
a corporation, and that in the matter of required formalities it is the least 
convenient form. Whether these incidental costs and inconveniences are 
worth incurring for the sake of the many advantages which incorporation 
can offer must depend on the other factors. 

One word of caution is appropriate. Businessmen are occasionally 
tempted to incorporate, most often for the sake of limited liability, and then 
to ignore the formalities which the law prescribes and operate in effect as 
a partnership or sole proprietorship. This behavior can lead only to grief 
when a crisis comes such as the death of a principal owner, a need for 
financing, a falling out between the principal owners, or a suit by a tort 
claimant seeking to make the principal stockholder personally liable. If one 
or another factor makes incorporation worthwhile, it is also worthwhile 
to keep the corporation’s records straight and its affairs in order. 


TAXATION 


Any business is subject to many forms of taxation which are inde- 
pendent of the form of organization. Property taxes, sales taxes, tariffs, and 
others cannot be varied or escaped by changing the form of doing business. 
Franchise taxes, which are largely peculiar to the corporate form, have been 
mentioned along with stock transfer taxes as a cost of doing business. The 
substantial and obvious type of tax which is relevant to form of organiza- 
tion is the federal income tax. Because the rates of this tax are high and 
because it does differentiate between forms of business organizations, the 


® Hemphill v. Orloff, 238 Mich. 508, 213 N.W. 867 (1927), affirmed, 277 US. 537, 
48 Sup. Ct. 577 (1928). 
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tax consequences of the selection of form must always be seriously studied 
and may well be decisive. 

Important and difficult as this factor undoubtedly is, the very com- 
plexities involved make it clearly impracticable to give detailed considera- 
tion to particular problems in an article of this scope. Fortunately, there are 
helpful writings on the whole subject,®° as well as abundant literature on 
specific aspects. The Internal Revenue Code of 1954 has made writings 
dated earlier than August, 1954, more or less out of date, but only in detail 
and not as to general principles. 

Speaking then, very broadly, a study of the factor of taxation and its 
influence on choice of form must begin with the dual treatment which the 
Code accords business organizations. Corporations, including “associations, 
joint-stock companies, and insurance companies,”®! are tax-paying entities 
separate from their owners, whereas other organizations are not.§? From this 
central fact stem manifold differences in tax treatment of corporations and 
partnerships.®* 

A corporation’s taxable income is determined without reference to the 
income of the stockholders, it is taxed at a different rate from personal 
income, and the stockholders are not taxable on it as such. Dividends are 
not deductible by the corporation and are taxable as ordinary income to the 
recipient stockholders.®> And, of course, the stockholders get no immediate 
tax benefit from corporate losses. 


See, e.g.: ROHRLICH, ORGANIZING CORPORATE AND OTHER BusINESS ENTERPRISES 
(rev. ed. 1953); SARNER, ORGANIZATIONAL ProBLEMS OF SMALL Business; Platt, /ncor- 
poration of a Sole Proprietorship, 8 N.Y.U. Inst. on Fep. Tax. 105 (1950); Clapp, 
When Is It Desirable Taxwise to Incorporate a Partnership?, 10 N.Y.U. INst. on Feb. 
Tax. 1107 (1952); Am. Bar Assn., SECTION oF TAXATION, SYMPOSIUM ON ParRTNER- 
SHIPS vs. CORPORATIONS (a courtesy printing of the program conducted for the Ohio 
Valley Regional Meeting of the A.B.A., April 11, 1952. It is an excellent and detailed 
study under the 1952 law, but may be hard to find). 

* Int. Rev. Cope § 7701 (a) (3). (References to Int. Rev. Code are to the Internal 
Revenue Code of 1954, Pub. Law 591, approved Aug. 16, 1954). 

“Int. Rev. Cope § 701: “A partnership as such shall not be subject to the income 
tax. . . .” Section 7701 (a) (2) defines partnership as including any “unincorporated 
organization, through or by means of which any business . . . is carried on, and which 
is not, within the meaning of this title, a trust or estate or a corporation. .. .” 

® As the statutory definitions indicate, the Code uses the terms “corporation” and 
“partnership” as an exhaustive classification of forms of business organization with 
multiple ownership, and thereby gives each term a meaning peculiar to this context. 
The significant feature is the grouping under “corporations” of the indefinite category 
“associations” in Section 7701 (a) (3), which is left for administrative and judicial 
interpretation to make more concrete. Regulations under the 1939 Code stated that an 
“association” for this purpose depended principally upon continuity of existence and 
centralization of management. See U.S. Treas. Reg. 118, § 39.3797-2 (1953). 

“Int. Rev. Cope § 11. 

® This “double taxation” of corporate income has been softened by the 1954 Code. 
The first $50 of dividends received in a tax year are excluded from the stockholder’s 
taxable income, Int. Rev. Cope § 116; and he is entitled to a tax credit equal to 2% 
(for 1954 and 4% thereafter) of additional dividends received after July 31, 1954, 
Int. Rev. Cove § 34. 
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It is evident that the principal tax disadvantage to the corporation for 
the ordinary business is the fact that business profits will be taxed in the 
corporation and again in the stockholders when distributed. Several other 
provisions, however, may substantially reduce this disadvantage. Salaries, 
within reason, are deductible expenses to the corporation;* so is the interest 
on corporate indebtedness.§? Shares of stock are capital assets in the hands 
of stockholders, so that to the extent that corporate earnings may be re- 
tained in the business rather than distributed the shares should increase in 
value.®§ This increase, upon sale of the shares, is taxable at the maximum 
rate of 25 per cent provided the shares have been held more than six 
months.®® 

The partnership, on the other hand, presents a rather different picture. 
Each partner is taxable annually on his proportionate interest in partnership 
earnings, gains, and losses. The partnership itself must file an information 
return,” and its existence is further recognized for the purpose of calculat- 
ing the proportionate interest of the individual partners, but it does not 
insulate the partners from the immediate tax consequences of their business 
operations whether or not there has been any distribution to them. Conse- 
quently, although persons doing business as partners are free from double 
taxation on income, the form offers much less room for tax maneuverability. 

For the purpose of determining a partner’s income tax while the part- 
nership is continuing, his distributive share takes on the proportionate char- 
acter of the partnership’s capital gains and losses, charitable contributions, 
dividends, and other items of income, loss, or credit;®! and it is impossible 
to let a partnership interest increase in value through retention of earnings 
so as in effect to convert the enterprise’s earnings into the owner’s capital 
gain. The 1954 Code does provide that upon sale or transfer of a partner’s 
interest any payment in excess of the basis for that interest is capital gain 
except for the amount attributable to unrealized receivables and inventory 
items which have appreciated substantially in value.®* The exception, plus 
the annual taxability of earnings whether or not distributed, substantially 
limits the capital gain upon sale of the partnership interest to unrealized 
appreciation on partnership capital assets. At the owner’s death, a partnership 
interest is of course liquidated and only this liquidation interest passes to 
the estate. Corporate shares do pass into the estate and acquire a new basis, 


Int. Rev. Cope § 162 (a) (1). 

"Id. § 163 (a). 

“Care must be taken to avoid the additional tax on the corporation because of 
earnings accumulated beyond the reasonable needs of the business, INT. Rev. Cope 
§ 531 et seq. 


*InT. Rev. Cope § 1201 (b). 
Td. § 6031. 

* Id. § 702. 

"Id. §§ 741 and 751. 
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being the value on the date of the owner’s death or on the alternative date 
a year later. 

A sole proprietorship is not a separate tax-paying entity, and the earn- 
ings, expenses, gains and losses of the enterprise are all attributable tax-wise 
to the proprietor. As with the partnership, however, the business is given 
limited tax recognition for purposes of computing the various items. Earnings 
of the business are taxable income to the proprietor whether he leaves them 
in the business or takes them out in cash or kind. Expenses are deductible 
from the proprietor’s gross income to the extent that they are attributable to 
the business. 

As against this established pattern of rather sharp contrast between the 
corporate or non-corporate forms the 1954 Code has added a new pro- 
vision making the tax consequences of the choice of form somewhat less 
critical. Subject to certain qualifications, a sole proprietorship or partner- 
ship may elect to be taxed as a corporation.®t The qualifications are fairly 
strict,®* but the class of qualified enterprises is broad enough to give an 
effective choice in many commercial or industrial situations. This is not to 
suggest that the right to elect removes the need for deciding whether it is 
more advantageous for a given organization to be taxed one way rather 
than another, but it does permit the decision to be postponed.® The right 
should be of particular value in permitting the organizers of a new business 
to take the tax advantage of losses or low profits in the formative years by 
forming a partnership and later to switch to the corporate method of taxa- 
tion without the necessity of incorporating. Even being taxed as a cor- 
poration, however, will not give a partnership quite the tax maneuverability 
possessed by a true corporation. The Code provides that “. . . each owner 
of an interest in such enterprise shall be considered a shareholder thereof 
in proportion to his interest;” ** nevertheless those tax advantages which 
may be gained through various forms of securities will not be conveniently 
available. 

It will be readily seen that the assessment of the tax factor in the choice 


Id. §§ 62 and 162 et seq. 
™ Id. § 1361. The election must be concurred in by all the partners. 


* Id. § 1361 (b). (1) A partnership must not have more than 50 individual mem- 
bers; (2) no partner having more than a 10% interest may have more than 10% interest 
in “any other unincorporated business enterprise taxable as a domestic corporation” 
(Does this mean an unincorporated enterprise like a joint-stock company or “associa- 
tion,” or only an enterprise which has elected under this section?); (3) no proprietor 
or partner may be a non-resident alien or foreign partnership; and (4) the enterprise 
must be one in which “capital is a material income producing factor,” or in which 50% 
of gross income is derived from trading in real property, stock, securities, or com- 
modities. 

* An election to be taxed as a corporation is irrevocable (Int. Rev. Cope § 1361 
(e)) until there has been at least a 20% change in ownership, at which time there must 
be a new election (INT. Rev. Cope § 1361 (f)). 


* Int. Rev. Cope § 1361 (c). 





FALL] CHOOSING THE FORM 385 


of form of organization must be based both on an accurate knowledge of 
the tax laws and also on complete financial data of the business and its 
owners in the particular situation. With the information at hand, determin- 
ing the immediate tax consequences of the different forms is largely a matter 
of arithmetic. Attempting to forecast the future consequences, however, 
is far more formidable, not only because the financial status of both the 
business and the owners are subject to change, but also because the Internal 
Revenue Code is itself in an almost constant state of flux. This uncertainty 
imposes a practical limit on the weight to be accorded the tax factor. Choos- 
ing an otherwise inappropriate form solely for tax purposes is seldom wise 
and may not even serve to save taxes for very long. 


CONCLUSION 


A subject so complex as the choice of form for a business enterprise 
is obviously susceptible to many methods of analysis, and in any given situa- 
tion there may well be particular considerations which cannot appropriately 
be treated in a general article. There is no doubt, however, that any attempt 
to determine the most suitable form for an existing or proposed business 
organization should at least include a careful study of the influence of the 
factors which have been discussed herein: legality, liability of owners, con- 
trol and management, continuity, finance, cost and convenience of doing 
business, and taxation. Only when this has been done can the form be chosen 
with confidence. 

It is important also to bear in mind, however, that the initial choice is 
not necessarily permanent. Frequent changes in form are disruptive and 
wasteful, but change may occasionally become desirable because of later 
developments in business, personnel, or applicable law. This has occurred 
most dramatically in the past with significant changes in the tax rates 
applicable to individuals and to corporations. The imposition of the excess 
profits tax on corporations, for example, upset the tax balance enough to 
cause a substantial number of corporations to be replaced by partnerships; 
later the opposite trend accompanied the lifting of the tax. Yet it is not 
only tax changes that should provoke reexamination of the appropriateness 
of the form. Any important change in other applicable law or in the per- 
sonal circumstances of the owners or the financial or other circumstances 
of the business likewise calls for attention. 

As a final word of warning, care must be exercised to avoid an un- 
critical adherence to the fashions which occasionally arise with respect to 
business organization. Persons seeking to organize a business enterprise 
sometimes need to be reminded that good organization is that which fits the 
needs of the particular business and its owners at a particular place and time. 
Whether it conforms to a popular trend is of little consequence. 








CHOOSING THE NUMBER OF 
BUSINESS ENTERPRISES 


BY JAMES G. CULBERTSON * 


WHETHER A BUSINESS ENTERPRISE should be conducted in one 
entity, such as a corporation, sole proprietorship or partnership, or whether 
it should be divided into separate entities involves practical management 
problems, tax considerations, and the ultimate purpose or objective of the 
parties. This article is intended only to draw attention to some of the prob- 
lems involved in combining and dividing business interests. The scope of 
such problems is obviously too broad for detailed treatment here. More- 
over, this article was necessarily written before the enactment of the Internal 
Revenue Code of 1954, and while the writer has revised it to include the 
applicable provisions of the new code to the extent that the printer’s dead- 
line has permitted, it has of necessity been without benefit of the new regu- 
lations or of court interpretations. 

Ordinarily the development and growth of a business requires it to be 
confined to one entity, which will permit the accumulation of finances, the 
development of credit, the economy of administration, including manage- 
ment, record systems, tax reports, labor problems, and the avoidance of 
duplication necessitated by more than one entity. 

However, there are numerous reasons why a business may, with ad- 
vantage, be split into more than one entity. Among them are the following: 
to separate sales from manufacturing and increase efficiency; to limit the 
liabilities to each enterprise; to divide income at lower tax rates between 
the several enterprises; to effectuate estate planning; to create entities which 
will permit the eventual sale at capital gain; to increase the combined bor- 
rowing capacity of the resulting companies; to create a separate entity to 
handle a competitive line; to incorporate a separate entity in a different 
locality to avoid prejudice against absentee ownership; to transfer certain 
of the activities to another state whose laws favor a domestic corporation. 

Businesses are not only divided to gain advantages of both taxes and 
economy, but they are frequently combined for that purpose. There has 
been a strong movement in this direction during the past several years. The 
reasons most often advanced are that the combination will give the com- 
pany a diversification which will provide a hedge against economic changes, 
the advantage of new management, the reduction of administrative costs, 
the combined power of advertising and marketing, the savings of duplicate 
reports, bookkeeping systems, qualifications in foreign states, and the use of 


* JAMES G. CULBERTSON. A.B. 1925, LL.B. 1927, University of Wis- 
consin; member of the firm of Hinshaw, Culbertson, Moelmann and 
Hoban of Chicago. 
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consolidated tax returns, which enables the losses of one venture to be off- 
set against the profits of another. Whether or not such combinations add 
to the efficiency of operation and increased profits is debatable. True it is 
that many companies are limited in their capacity for growth and profits, 
and the economics of their particular situation require such combinations. 
Sometimes the combinations result from the desire of the owners to realize 
a capital gain on their business and to step out of its active management, or 
from a profit motive in the promoters.’ 


METHODS OF DIVIDING A CORPORATE BUSINESS 


The more common divisions of a business are: (1) the separation of 
its various branches; (2) the separation of the service department, sales 
department, and production department; and (3) the separation of its fixed 
assets from production and sales. 

The first category, changing different branches of a corporation into 
separate entities may be illustrated by Corporation A, which, as the result 
of reorganizations, mergers, or purchases has acquired a number of un- 
related businesses, which are widespread geographically. The transfer of 
each of these into separate entities might well be justified on the grounds 
that (1) the present corporate organization is unwieldy; (2) each separate 
business requires local management and could function better as a separate 
corporate entity; and (3) capital could be obtained for one of the businesses 
if separately incorporated without requiring investment in all of them. 
Such reasons have been approved by the Commissioner, who has also ruled 
favorably on a split-up of a business where the following reasons were 
advanced: (1) lack of geographical integration; (2) the fact that two man- 
agements were required and that each could be better rewarded according 
to its success; (3) better control could be exercised through a separate cor- 
porate entity; and (4) the separation simplified labor problems. 

The second category, i.e., the separation of the service department, the 
sales department, and the manufacturing department are logical divisions 
which can usually be justified for obvious business purposes. Service de- 
partments require inventory, parts, and service offices which have little 
relationship to the actual production and sale of the products. The sales 
department, whether it operates through agencies or through direct sales- 
men, is a logical separate division, since marketing a product requires attri- 
butes, financing, and skill quite unrelated to those of production and service. 

The third category, the separation of the physical assets from produc- 
tion, is perhaps the division most frequently employed. The entity owning 
the fixed assets thus becomes insulated against the liabilities of the manu- 
facturing and sales departments. The lease back operations may well be 
expanded to properties other than those held by the original corporation. 


1Osborn, Efficiency and Profitability in Relation to Size, 29 Harv. Bus. Rev. 82 
(1951). 
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It provides an opportunity in due course for the owners of the property 
to sell it at capital gain separate from the business of the manufacturing 
corporation, and may well fit into the taxpayer’s estate plan. In the mean- 
time the gain from the rental of the properties can, if desired, be directed 
into the hands of members of the taxpayer’s family in a lower income tax 
bracket. In creating such an entity, care must be taken not to create a cor- 
poration subject to the Personal Holding Company Act.” If such corpora- 
tion comes within the definition of a Personal Holding Company, it will be 
subject to a ruinous tax on its ordinary retained income. The fact that the 
retention of income was reasonable, or that the corporation was formed 
with a good business purpose, or that it was created in the utmost good 
faith will be of no avail. 

The complete definition of a personal holding company is exhaustive 
and anyone creating a corporation which will receive most of its income 
from rents or sources hereafter described should carefully consider the pro- 
visions of the Act. Generally, a corporation is a personal holding company 
if (1) during the last half of the taxable year more than 50 per cent in 
value of its outstanding stock was owned directly or indirectly by or for 
not more than five individuals or partnership groups, and (2) at least 80 per 
cent of its gross income for the taxable year consisted of dividends, interest, 
royalties, annuities, rents, gain from the sale of stock, securities and com- 
modity futures, income from estates or trusts, gains from the sale of an 
interest therein, income under personal service contracts (under which 
another person may require a stockholder to perform the services), or gains 
from the sale thereof. Such income is subject to certain qualifications and 
exemptions which should be carefully studied if physical properties are 
to be placed in a separate corporation. If subject to the Act, a tax of 75 per 
cent of the first $2,000 of income and 85 per cent of income in excess of 
$2,000 is applicable. 

Illustrative of the foregoing is the provision of the Personal Holding 
Company Act that if over 50 per cent and less than 90 per cent of the 
income is from rent, such income will not be considered holding company 
income, unless 25 per cent or more of the stock of such corporation was 
owned by individuals entitled to the use of the property.’ If the lessee is 
a corporation such income will not be treated as holding company income 
irrespective of the ownership interest in the two corporations. If the income 
of the corporation is 90 per cent or more from rents, it will not be treated 
as holding company income irrespective of the ownership interest of stock- 
holders of such corporation in the lessee. 

If it is planned to separate the physical assets of a business into a single 
entity, consideration might be given to a vehicle other than a corporation, 
such as a land trust which is only a simple title holder and would not be 


*InT. Rev. Cope, §§ 541-547, formerly §§ 500-511, 26(c) & (d). 
*Id. § 543(a) (6). 
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taxed as a corporation, since the Personal Holding Company Act applies 
only to corporations and associations taxed as corporations.* 


ADMINISTRATIVE BURDENS 


Assuming that a business is being operated as one entity and there 
appears to be good business reasons and perhaps tax advantages for dividing 
its operations into separate entities, consideration should be given to the 
numerous additional reports, tax returns and perhaps qualifications in 
foreign states if the company “is doing business” in states other than those 
of its incorporation. In the state of Illinois it is necessary to make out reports 
for various taxing authorities such as alcoholic beverage tax, capital stock 
tax, gasoline tax, general property tax, private car companies, public utilities 
and messages tax, retailers occupational excise tax, corporation franchise 
tax, Corporation organization tax, motor vehicle fees, securities registration 
fees, insurance corporation tax, unemployment compensation tax and social 
securities forms—to mention a few. 

Conducting a business through more than one entity frequently dupli- 
cates for each entity the requirements of such reports and record keeping. 
And it is of utmost importance that separate records be maintained by each 
entity which is under common control or any tax advantage obtained by 
such separation may be lost through the application of Section 482 of the 
Internal Revenue Code of 1954 (formerly Section 45). This section will be 
discussed later. 

Such records will necessarily have to be maintained for each state in 
which such entity “does business.” Thus the filing of reports for each of 
the companies in each of the states may become most burdensome. 


LABOR PROBLEMS 


Another factor is the possibility that a substantial change in the business 
entity will change the collective bargaining problems of the business. The 
jurisdiction of the National Labor Relations Board extends to many local 
businesses which are conducting an “industry affecting commerce.” How- 
ever, if the interstate activities of a corporation are not extensive, the Board 
may not assume jurisdiction.® 


“Id. § 542, formerly § 501. 
5 N.L.R.B. Release R-449, dated 7/1/54 and N.L.R.B. Release R-445, dated 7/1/54. 


The Board will now assert jurisdiction over the following types of companies: 


1. Instrumentalities and channels of commerce, interstate or foreign, except that 
jurisdiction will be exercised over intra-state trucking companies and similar 
firms which are links in interstate commerce only if they meet test 5. 
Jurisdiction will be asserted over radio and television stations only if their gross 
annual revenue amounts to at least $200,000 and over newspapers only if their 
gross annual income amounts to at least $500,000. 

. Public utility and transit systems: 

(a) Local power, gas, and water utilities and local or intra-state public transit 


nN 








390 


w 


wM 


6. 


ORGANIZING A BUSINESS ENTERPRISE [Vot. 1954 


systems only if the company does a gross annual business of $3,000,000 or 
more. 

(b) Public transit systems (bus lines, ferries, etc.) engaged in commerce across 
state lines, if the gross annual revenue from interstate operations amounts 
to at least $100,000. 

An establishment operating as an integral part of a multi-state enterprise, other 

than a retail or service establishment, if one of the following tests is met: 

(a) The plant involved has a direct outflow of goods into interstate commerce 
amounting to $50,000 a year (thus meeting the standard of category 4) or 
furnishes goods to the value of $100,000 a year to interstate concerns meet- 
ing tests 1, 2, or 4, or 

(b) If the plant involved does not meet the separate plant tests listed in (a) 
above, jurisdiction will be asserted if the multi-state enterprise, of which 
the plant is a part, has a total outflow of $250,000 a year into interstate 
commerce. 

Jurisdiction will not be exercised over an establishment solely because it is 

operating under a franchise from a national enterprise. Franchised establish- 

ments must independently satisfy some other standard. 

Enterprises other than retail stores, producing or handling goods destined for 

out-of-state shipment or performing services outside the state in which the 

firm is located, where such goods or services are valued at $50,000 a year. 

Enterprises furnishing goods or services that become part of the stream of 

commerce amounting to $100,000 a year or more to concerns meeting tests 

1, 2, or 4 except that: 

Jurisdiction will not be exercised over enterprises supplying materials to other 

firms which do interstate business unless the materials themselves ultimately 

go outside the state. 

Enterprises furnishing services other than those in category 5, amounting to 

$200,000 a year or more to concerns that meet tests 1, 2, and 4: 

If the establishment involved is part of a multi-state chain, jurisdiction will be 

exercised if the chain furnishes services amounting to $1,000,000 or more per 

year to concerns in categories 1, 2, or 4 except that: 

Jurisdiction will not be exercised over general or public office buildings merely 

because such buildings have tenants over which the Board takes jurisdiction. 

Enterprises other than retail establishments which have a direct inflow of goods 

or materials from out of state valued at $500,000 a year or more. 

Enterprises, other than retail establishments, with an indirect inflow of goods 

or materials valued at $1,000,000 a year or more. 


. Retail Stores: 


(a) Independent retail stores, whether a single store or part of a chain oper- 
ating entirely within a state, only if 
(1) The store involved in the case has annual purchases amounting to at 
least $1,000,000 coming to it directly from outside the state, or 
(2) The store involved has annual purchases of $2,000,000 coming to it 
indirectly from outside the state, or 
(3) If the store ships $100,000 worth of merchandise into another state 
or states. 
(b) Chains of retail stores, with stores in more than one state, only if 
(1) the individual store involved meets either of the tests for intra-state 
store, or 
(2) the chain has gross annual sales totalling $10,000,000 or more. 
Jurisdiction will not be exercised over public restaurants regardless of 
source and volume of materials and regardless of whether the restaurant 
is part of a multi-state chain. 
Establishments affecting the national defense, where the goods or services fur- 
nished are directly related to national defense, and amount to at least $100,000 
annually, and are furnished pursuant to government contract. 
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Thus, if the separation of business interests into more than one enter- 
prise will decrease the annual dollar volume of each of those entities to 
amounts less than that specified by the National Labor Relations Board, so 
that the Board will not assume jurisdiction, such businesses may lose the 
benefits or protection of the National Labor Relations Act. The juris- 
dictional standards contained in footnote 5 are applicable in both representa- 
tion and unfair labor practice. However, the Board may, if it so desires, 
act in a labor dispute even if the interstate sales and purchases are below 
the jurisdictional amounts enumerated. 

The Illinois Unemployment Compensation Act requires an employer 
to pay contributions if during any year it has or had in its employ six or 
more individuals in each of twenty or more calendar weeks, but not neces- 
sarily simultaneously and irrespective of whether the same individuals are 
or were employed in each such week. It is important to note that under 
the Act the board may, under certain conditions, combine or treat as a 
single unit, any two or more units which are owned or controlled directly 
or indirectly by the same person or persons.® 

Separating business enterprises into more than one entity also will 
require consideration of whether each separate business is “engaged in com- 
merce or the in the production of goods for commerce” within the purview 
of the Federal “Wage and Hour” Law. 

The purpose of mentioning in detail the various reporting problems, 
record keeping problems, and labor and personnel problems is to emphasize 
the onerous administrative burdens of a modern day business, since this alone 
may be sufficient reason for conducting all of the operations of various 
business interests as one entity. 

The cost of organizing the new corporations and qualifying them in 
the various states, while non-recurring, should also be thrown into the 
hopper for whatever they are worth. It is the opinion of this writer that 
such expenses, being non-recurring and in no case prohibitive, should not 
be allowed to weigh heavily against the anticipated benefits or the addi- 
tional burdens, which will be continuing. 


TAX RATES 


Perhaps the most compelling and most important consideration in deter- 
mining the number of business units is the tax consequence. It should be 
constantly kept in mind throughout this discussion that an individual’s in- 
come tax is a graduated tax commencing at 20 per cent and increasing to 
91 per cent, with an overall tax ceiling of 87 per cent on taxable income.” 

The corporation tax is likewise made up of a normal tax and a surtax, 


°Ity. Rev. Srat., c. 48, § 315 B and F (1953). 
‘Int. Rev. Cope, § 1, formerly §§ 11 and 12 and US. Treas. Reg. 118, §§ 39.11-1, 
2, and 3, and 39.12-1, 2, 3, and 4. 
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but not graduated. In the case of taxable years beginning before April 1, 
1955, the normal tax amounts to 30 per cent of the taxable income and after 
March 31, 1955, it will be 25 per cent.§ The surtax on corporations is 22 
per cent of the taxable income in excess of $25,000. Therefore, for all prac- 
tical purposes, if the corporation has a taxable income of $25,000 or less, 
it will pay a tax of 30 per cent under the tax rates in force before March 
31, 1955, and if the corporation makes a taxable income in excess of 
$25,000 it will pay a tax of 52 per cent on the amount which exceeds $25,000. 

If it is feasible to divide the business into several entities so that each 
entity does not have an income in excess of $25,000 or if the excess is not 
great, there may be substantial tax savings. 

However, there must be a valid business purpose other than the tax 
saving since Section 1551 of the 1954 Code (substantially the same as former 
Section 15c which was enacted in 1951) is directed at corporations created 
primarily to obtain such exemption and unless the transferee corporation 
can establish by a clear preponderance of the evidence that the securing of 
such exemption was not a major purpose of such transfer, it may be lost. 

Although the excess profits tax is not now in existence, it has been 
imposed on corporations twice in the last ten years, at a surtax rate of 
30 per cent of the so-called excess profit net income.® Under the provisions 
of the excess profits tax which was limited to corporations, there was 
allowed a minimum excess profits credit of $25,000 to be applied against 
the excess profits tax income, and therefore the division of a business into 
several entities was particularly attractive. 

Separating the business interests into two or more entities may facilitate 
the division of income between the taxpayer, the corporate entity, and 
members of the taxpayer’s family. 

A most important consideration is the capital gains tax which provides 
a 25 per cent tax ceiling for tax years commencing after March 31, 1954, 
on gains attributable to the sale of capital assets. The segregation of certain 
operations of a business into an entity may permit the controlling parties 
the opportunity of eventually selling it at capital gain, and perhaps still 
retain an adequate income from the original or parent company. Such a 
separation may be accomplished in a tax free reorganization which will be 
discussed later. 

While Section 102 of the Internal Revenue Code of 1939 (liberalized in 
the new act)?° imposed a tax penalty on unreasonable withholding of earn- 
ings, there frequently occurs certain divisions of the business which may 
be classified as growth companies and, if separated, the earnings may be 
safely retained and the owners of such a company may benefit by the 


*Int. Rev. Cope, § 11(b), formerly § 13. 
® Int. Rev. Cope, § 430 (a) (1) (1939). 
” Int. Rev. Cope, §§ 531-537, formerly § 102. 
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accumulation of capital assets at a tax rate much less than they could experi- 
ence if they were operating an individual proprietorship or if the particular 
operation were retained in the original company. 

Here, too, an opportunity may in due course be presented whereby 
the owners may dispose of a segregated asset at a capital gains tax only. 
It is worth noting that the capital gains tax is applied at the time of sale 
or dissolution and if the corporation has been making in excess of $25,000 
a year, it will have paid on such excess, a tax of 52 per cent on its accumu- 
lated earnings. To this must be added a 25 per cent tax on dissolution which 
would make the effective tax on the moneys thus reaching the hands of the 
ultimate taxpayer over 64 per cent. If the taxpayer dies, prior to distribu- 
tion, there will be no capital gains tax, but the stock will be given a basis 
equal to that allocated to it for estate tax purposes. In such event if the 
taxpayer’s income were not already in excess of this amount, he might 
have been as well off receiving the money and investing it in another enter- 
prise at the time it was originally earned. On the other hand the probability 
is that the money so retained in the corporation will be productive of 
greater income than the taxpayer could have realized from any other in- 
vestment, and the capital gains will in all probability be realized by the 
taxpayer at a time when his other income is small or least much less than at 
the time of the accumulation. He will have in addition to the 25 per cent 
limitation the alternative method of determining his tax which might reduce 
it to even less than 25 per cent." 


ACCOMPLISHING DIFFERENT TAX RESULTS 


Partnership to Corporation 


Having decided that it is desirable to separate the business into more 
than one entity, there are numerous methods of accomplishing that end 
with varying tax results. Assume for example a partnership consisting of 
three individuals, who are conducting a manufacturing business. The part- 
nership has accumulated substantial machinery, a good cash reserve, it owns 
the plant in which it is operating, and it is earning a substantial income for 
the partners. In order to grow and expand as it should the business will need 
additional plant facilities and machinery, it will require additional capital, 
and the program which the partners have in mind will in all probability 
carry well beyond the lives of all three of them. The wealth of each of the 
partners is substantially what he has in the partnership; they dislike having 
all of this invested in a corporation in which their families would hold a 
minority interest in the event of their death; they do not wish to incur 
personal liability. These problems can be solved in the following manner: 
a corporation can be created to which the machinery and the business as a 
going concern can be transferred. If the partners are in control of the cor- 


“Id. § 1201, formerly § 117 (c). 
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poration immediately after the transfer, the transaction is tax free. It should 
be noted that the 1954 Code eliminates the requirement that each partner 
receive a “proportionate interest.” However, if the disproportion is so great 
as to constitute a gift or a payment of compensation, it will be taxed as 
such.?? 

The new corporation assumes the liabilities of the business and com- 
pletes the contracts which are in process. The real estate is conveyed to a 
land trust and leased to the corporation, and the beneficial interests in the 
trust are held by the partners. Such interests are personal property and may 
be assigned in keeping with an estate plan, sold, or retained for income 
purposes. The cash in the partnership is distributed to the partners and the 
new corporation borrows money from the bank to operate. Care must taken 
not to create a “thin” corporation with the tax consequences which would 
flow from undercapitalization. Such a corporation is one formed with a 
debt structure out of proportion to its capitalization with the result that 
interest and principal payments of such debts may be treated as dividends.’* 
The basis of the property to the corporation for tax purposes will generally 
be the same which the transferor or individual had prior to the transfer. 
The basis of the stock received by the individual will be the same basis as 
the property transferred. The distribution by the partnership of the assets 
consisting of land and cash does not result in a gain or loss to either the 
partnership or the partner.'4 The basis for the real estate so received by 
the partner in this instance is the basis of such partners’ interest therein as 
reflected on the books of the partnership. However, the 1954 Internal Rev- 
enue Code, Section 732, makes substantial changes in the method of deter- 
mining the basis of distributive shares to partners and should be studied in 
any proposed partial or complete partnership liquidation. In the foregoing 
example the entire transaction is completely tax free, leaving the building 
in the land trust, the cash in the hands of the partners, and the machinery 
and the business as a going concern in the corporation, which can continue 
to produce income and yet the partners will have substantial assets out of 
the business to deal with as they see fit. 

In order to eliminate the problem which would arise in the event of 
the death of one of the partner-stockholders, a buy-sell agreement may be 
executed which will assure a fair price for the interest of a deceased partner- 
stockholder, make his estate liquid, and at the same time permit the surviving 
partner-stockholders to acquire the business at a predetermined price without 
interference by or bargaining with the heirs or personal representatives of 
the deceased. 


Fr Oo Sect, 

** Adams v. Commissioner, 332 U.S. 752, 67 Sup. Ct. 77 (1947), amending, Bazley v. 
Commissioner, 331 U.S. 737, 67 Sup. Ct. 1489 (1947); Morris Plan Company of Bingham- 
ton, 26 B.T.A. 772 (1932); Cloquet Cooperative Society, 21 B.T.A. 744 (1930) (Acq.). 

“Int. Rev. Cope, §§ 731 (a) 1, 358, 363. 
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Sole Proprietorship and Corporation 


Assume now an individual proprietorship where the income is large 
and the individual is conducting a business involving sales or services. 
Assume he has acquired a valuable good will and in addition to being a 
sales agent is a distributor and has on hand substantial inventory. In the 
event of his death, the good will he has built up is in danger of being lost. 
He is accustomed to a substantial income and does not wish to have his 
salary limited by the Commissioner’s standard of reasonableness. Also he 
does not wish to suffer the double taxation which arises from a corporation 
tax on earnings and the subsequent personal income tax on dividends— 
notwithstanding the relief provided in the Internal Revenue Code of 1954, 
Section 116. Such a business may justifiably be separated from the re- 
mainder, such as those lines for which he is sales agent only, and not a 
distributor or it may all be transferred to the corporation. As a distributor 
the corporation can accumulate inventory parts and employ salesmen and 
create a fairly substantial reserve against the hazards of inventory decline 
and the lean periods when the income may not be adequate to properly 
meet the salaries and overhead. 

A substantial salary may be voted to the taxpayer because he has estab- 
lished an earnings record from the prior business which would warrant 
such a salary or he may be compensated on the basis of a percentage of 
profits. Accumulations can be made up to $25,000 a year at a 30 per cent 
tax (25 per cent after March 31, 1955) instead of the much larger personal 
income tax. During his lifetime the taxpayer will have received a salary 
from the corporation plus the income from those agencies operated sepa- 
rately as a sole proprietorship. He will have accumulated capital gains in 
the corporation which he may realize by a sale of the stock during his life- 
time or which may be a valuable asset in his estate. The corporate vehicle 
will provide a means by which he can sell from time to time an interest in 
the business to his key employees who may also be given an opportunity 
to purchase his stock upon his retirement or in the event of his death. This 
type of corporation will be subject to careful scrutiny by the Commissioner 
under the Internal Revenue Code of 1954, Section 531-537 (formerly Sec- 
tion 102—unreasonable accumulation of income) and the Personal Holding 
Company Act.!5 

The transfer from the individual to the corporation is tax free,!® pro- 
vided that the individual is in contro] of the corporation immediately after 
such exchange. The basis of the property to the corporation will be the 
same as the transferor or individual had prior to the transfer.17 The basis 


'S Id. §§ 541-547 (a), formerly §§ 500-511. 

Id. § 351 (a), formerly § 112 (b) (5); U.S. Treas. Reg. 118, § 39.112 (b) (5)-1 
(1953). 

Id. §§ 358, 362, formerly § 113 (a) (6), (8). 
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of the stock received by the individual will be the same as the property 
transferred. 


Corporate Subsidiary 


If a corporation is to be divided into separate entities it is usually accom- 
plished by means of the creation of a subsidiary or by the use of distribution 
procedures known as a spin-off, a split-off or a split-up. The more usual 
method of dividing a corporation is to create a subsidiary and transfer to it 
so much of the corporate activities as the parent company desires to sepa- 
rate. Such a transaction is tax free under Section 351 of the Internal Revenue 
Code of 1954 (formerly Section 112 (b) (5)), which provides that no gain 
or loss shall be recognized if property is transferred to a corporation by 
one or more persons solely in exchange for stock or securities in such cor- 
poration, and if immediately after the exchange, such person or persons 
are in control of the corporation. If for any reason Section 351 is not 
applicable, then there is still the possibility of applying Section 361 (a), 
formerly 112 (b) (4), together with Section 368 of the Internal Revenue 
Code 1954, (formerly 112 (g) (1) (D)) in avoiding any unfavorable tax 
consequences. While the activities of the corporation may thus be separated 
from the parent, it does not serve to place the control or ownership of such 
directly in the hands of the stockholders. The stockholder’s benefit, if any, 
is derived through his stock ownership in the parent company. 


Corporate Spin-Off 


The term “spin-off” describes a type of tax free distribution covered 
by Section 355 of the Internal Revenue Code of 1954, whereby a corpora- 
tion (which must have been actively engaged in a trade or business for a 
period of five years prior to such distribution) transfers part of its assets 
to a newly formed corporation in exchange for its stock and thereafter 
distributes the stock of the newly formed corporation to its stockholders, 
such stockholders surrendering no part of their stock. Under Section 355, 
no gain is recognized in the value of the stock received and no taxable 
dividend is received, unless (1) any corporation which is a party to the 
distribution was not intended to continue in the active conduct of the trade 
or business as defined in Section 355 (b) (1) (2); (2) the transaction was 
used chiefly as a device for the distribution of earnings and profits of the 
distributing corporation, or the controlled corporation, or both; or (3) the 
distributing corporation failed to distribute all of the stock or securities 
held by it in the controlled corporation, or if it distributed more than 80 
per cent of such stock or securities it failed to establish to the satisfaction 
of the Secretary of the Treasury, or his delegate, that the retention of the 
minority stock or securities interest was not principally for tax avoidance. 

The above provisions apply regardless of whether the distribution is 
pro rata, whether the stockholders surrender any stock, and whether it is 
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part of a reorganization defined in Section 368 (a) (1) (D) of the Internal 
Revenue Code of 1954. 


Corporate Split-Off 


The split-off is a tax free distribution comparable to the spin-off. How- 
ever, in this type of transaction the stockholders of the original corporation 
must surrender a portion of their stock for a portion of the stock in the 
new corporation. The transaction can be handled as a tax free distribution 
under Section 355 of the Internal Revenue Code of 1954, or it can be 
handled as a tax free distribution as part of a plan of reorganization as 
defined in Section 368 of the Internal Revenue Code of 1954, if the stock 
is distributed pursuant to the provisions of Section 354 of the 1954 Code.'§ 


Corporate Split-Up 


A split-up is another type of distribution which may be handled as a 
tax free transaction under the provisions of Section 355 of the Internal 
Revenue Code of 1954. To accomplish this a corporation transfers all of its 
assets to two or more corporations in exchange for the capital stock of 
those corporations. Following this the parent corporation dissolves, dis- 
tributing the stock in the new corporations to its stockholders. 

Care must be taken in any spin-off, split-off, or split-up not to have 
the substance of such distribution amount to a distribution of earnings or 
profits of the distributing corporation or the distributee corporation or cor- 
porations. Any subsequent sale, if one occurs, should be delayed as long as 
possible so that the real purpose of the distribution will not be considered 
a distribution of earnings or profits in a tax avoidance scheme. The Com- 
missioner has the advantage of hindsight in applying Section 482 of the 
Internal Revenue Code (formerly Section 45 of the 1939 code) and in 
claiming that the distribution is a mere “sham” for tax advantage. 

However, a stockholder may have in mind a future sale without dis- 
posing of his entire organization, or he may have in mind estate planning 
with respect to the separation of his business into several entities. By splitting 
at the present time, the possibility of following this procedure in the future 
will be available. Where practicable, a Commissioner’s ruling should be 
obtained when a distribution involves a spin-off, a split-off, or a split-up. 


Corporation-Partnership Split 


Another possible method of dividing a business is to liquidate the cor- 
poration, distributing the assets to the shareholders. The shareholders then 
transfer part of the assets to a newly formed corporation and retain the 
balance in a newly formed partnership. Under such a procedure, the share- 
holders will be required to pay a capital gains tax on the increase or appre- 


* Formerly this transaction could be accomplished under Int. Rev. Cope, §§ 112 
(b) (3) and (4). 
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ciation in value of their stock in the liquidated corporation.’® If such a 
procedure is to be employed, the provisions of the Internal Revenue Code 
of 1954, Section 368 (a) (1) (D) [formerly Section 112 (g) (1) (D)] should 
be carefully considered.”° In several cases the Commissioner has claimed 
such a transaction was a reorganization under Section 112 (c) (1) of the 
1939 Code, now substantially re-enacted in the Internal Revenue Code of 
1954, Section 356.2! If the Commissioner is successful in maintaining that 
such a transaction was a reorganization, and not a liquidation, the property 
received, other than that transferred to the new corporation, would be 
recognized as a dividend, but in an amount not in excess of the stockholder’s 
ratable share of the undistributed earnings and profits of the corporation.” 


A New Independent Corporation 


The shareholders may form a new corporation without borrowing any 
money from the parent. The new corporation then takes over certain func- 
tions from the old corporation. There would seem to be no immediate tax 
liability in this kind of a transaction, provided the activities transferred from 
the parent corporation are readily divisible, and it can be established that no 
good will, trademarks, trade secrets, or other intangibles are transferred 
without compensation, and provided further that all transactions are kept 
at arms length. Failure of any of the foregoing may subject the two cor- 
porations to the application of Section 482 of the Internal Revenue Code of 
1954 (formerly Section 45).7% 


NECESSITY FOR A BUSINESS PURPOSE 


The separation of business activities into several entities frequently has 
the effect of reducing the income tax of the resulting entities. The Com- 
missioner has formerly attacked such transactions as a mere sham to evade 
taxes under Section 22 (a), now Section 61 of the Internal Revenue Code 
of 1954, and also under the authority of Section 45, now Section 482 of the 
Internal Revenue Code,?* which authorizes the Secretary or his delegate in 


* Int. Rev. Cope, § 331 (a) (1). 

*” Cf. Richard H. Survaunt et al. v. Commissioner, 5 T.C. 665 (1945), affirmed, 
162 F.2d 753 (8th Cir. 1947). 

Estate of John B. Lewis v. Commissioner, 6 T.C. 455 (1946), 160 F.2d 839 (Ist 
Cir. 1947), remanded, 10 T.C. 1080 (1948), affirmed, 176 F.2d 646 (1st Cir. 1949). 

Int. Rev. Cope, § 356 (a) (2), formerly § 112 (c) (2). 

*8 Chelsea Products, Inc., 16 T.C. 840 (1951), affirmed, 197 F.2d 620 (3d Cir. 1951). 

* Int. Rev. Cope, § 482: Allocation of income and deductions among taxpayers. 
“In any case of two or more organizations, trades, or businesses (whether or not 
incorporated, whether or not organized in the United States, and whether or not affili- 
ated) owned or controlled directly or indirectly by the same interests, the Secretary 
or his delegate may distribute, apportion, or allocate gross income, deductions, credits, 
or allowances between or among such organizations, trades, or businesses, if he deter- 
mines that such distribution, apportionment, or allocation is necessary in order to 
prevent evasion of taxes or clearly to reflect the income of any of such organizations, 
trades, or businesses.” 
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the case of any two or more organizations, trades, or businesses owned or 
controlled directly or indirectly by the same interests to distribute, appor- 
tion, or allocate income deductions, credits or allowances between them, if 
the Commissioner shall determine that the distribution, apportionment, or 
allocation is necessary to prevent evasion of taxes. Regulation 118, Section 
39.45-1 (3) of the 1939 Internal Revenue Code *® denies the commissioner 
the right to employ Section 45, now Section 482, for the purpose of re- 
quiring an affiliated group of taxpayers to file a consolidated return. As 
between such a group of affiliated taxpayers,?* however, former Section 45, 
now Section 482, does give the Commissioner the power to examine trans- 
actions between members of the group and to determine whether those 
transactions were bona fide or simply devices to reduce taxes. This includes 
authority to examine such transactions between any affiliated groups, 
whether they be corporations, individuals, or partnerships, or any combina- 
tion thereof. 

The term “controlled” includes any kind of control, direct or indirect, 
whether or not legally enforcible and however exercisable.?* Section 45 of 
the 1939 Code was not applied if the corporation could show that it was 
formed for a valid “business purpose” and that it continued its “business 
activity.” In all probability Section 482 of the new Code will be similarly 
construed. 

The so-called “business purpose” doctrine for reorganizations originated 
with the case of Gregory v. Helvering,?® respecting a corporation created 
pursuant to a reorganization under then Section 112 (g) (1). The taxpayer 
owned all of the stock of the United Mortgage Company, which company 
held among its assets one thousand shares of the Monitor Securities Cor- 
poration. For the sole purpose of securing a transfer of these shares to her- 
self in order to sell them at capital gain rather than be taxed by way of 
dividend, the taxpayer sought to bring about a reorganization under Sec- 
tion 112 (g) (1) of the Revenue Act. The taxpayer caused the Averill Cor- 
poration to be organized and the shares of the corporation were issued to 
the taxpayer. The United Mortgage Corporation transferred to the Averill 
Corporation the one thousand shares of the Monitor stock. Thereafter the 


* U.S. Treas. Reg. 118, § 39.45-1 (b) (3) (1953). “Section 45 grants no right to 
a controlled taxpayer to apply its provisions at will, nor does it grant any right to 
compel the Commissioner to apply such provisions. It is not intended (except in the 
case of the computation of consolidated net income under a consolidated return) to 
effect in any case such a distribution, apportionment, or allocation of gross income, 
deductions, credits, or allowances, or any item of gross income, deductions, credits, 
or allowances, as would produce a result equivalent to a computation of consolidated 
net income under section 141. 

* U.S. Treas. Reg. 118, § 39.45-1 (c). Application. “Transactions between one con- 
trolled taxpayer and another will be subjected to special scrutiny to ascertain whether 
the common control is being used to reduce, avoid, or escape taxes. .. .” 


U.S. Treas. Reg. 118, § 39.45-1 (a) (3) (1953). 
293 US. 465, 55 Sup. Cr. 266 (1935). 
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Averill Corporation was dissolved and liquidated by distributing all of its 
assets, namely the Monitor shares to the taxpayer. No other business was 
ever transacted or intended to be transacted by that company. The tax- 
payer contended there had been strict compliance with Section 112 (g) (1) 
and therefore the transactions should be non-taxable. The Supreme Court 
held that there was no valid business purpose involved, and upheld the Com- 
missioner in assessing a tax upon the transfer as a dividend at the ordinary 
income tax rate under the general provision of Section 22 (a). The Court 
said at page 469: 


“It is quite true that if a reorganization in reality was effected 
within the meaning of subdivision (B), the ulterior purpose mentioned 
will be disregarded. The legal right of a taxpayer to decrease the 
amount of what otherwise would be his taxes, or altogether avoid them, 
by means which the law permits cannot be doubted. . . . But the ques- 
tion for determination is whether what was done, apart from the tax 
motive, was the thing which the statute intended. The reasoning of the 
court below in justification of a negative answer leaves little to be said. 

“When subdivision (B) speaks of a transfer of assets by one cor- 
poration to another, it means a transfer made ‘in pursuance of a plan 
of reorganization’ [§ 112(g)] of corporate business; and not a transfer 
of assets by one corporation to another in pursuance of a plan having 
no relation to the business of either, as plainly is the case here.” 2° 


The doctrine of the “business purpose” or “activities” test for the divi- 
sion of a business originated in the case of Moline Properties, Inc. v. Com- 
missioner.®° There the Court said at page 438: 


“The doctrine of corporate entity fills a useful purpose in business 
life. Whether the purpose be to gain an advantage under the law of the 
state of incorporation, or to avoid or comply with the demands of 
creditors, or to serve the creator’s personal or undisclosed convenience, 
so long as that purpose is the equivalent of business activity, or is fol- 
lowed by the carrying on of business by the corporation, the corpora- 
tion remains a separate taxable entity.” 


In this case a corporate building material business split-off the real 
estate to be held by a partnership to which there was admitted the wife of 
one of the former stockholders. The Commissioner attempted to reallocate 
the income under the then Section 45, but the Court held that the two 
organizations were separate and apart, that there was a good business pur- 
pose for the separation, and refused to permit the reallocation.*! 


See also: Lewis Wellhouse, Jr., 3 T.C. 363 (1944); Peck & Peck, 42 B.T.A. 651 
(1940); Adams v. Commissioner, 331 U.S. 737, 67 Sup. Ct. 1489 (1946), rebearing denied, 
332 U.S. 752 (1947); Rufus Riddlesbarger, 16 T.C. 820 (1951). 

319 U.S. 436, 63 Sup. Cr. 1132 (1943). 

Twin Oaks v. Commissioner, 183 F.2d 385 (9th Cir. 1950). 
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In the case of John Wachtel ®? a partnership was organized by three 
brothers, who were also the principal shareholders of the corporation, and 
certain of the corporate activity was taken over by the partnership for the 
purpose of eliminating two of the stockholders from further financial in- 
volvement. The Commissioner attempted to allocate the income of the 
partnership to the corporation under Section 45, but the Court found that 
the partnership had a business purpose and carried on a business activity, 
even though such division resulted in an avoidance of income tax. 

In the Grenada Industries, Inc. case 3 the dominant stockholders of a 
corporation formed a partnership. The taxpayers contended that the part- 
nership was charged with the responsibility of furnishing ideas for designing 
and restyling of taxpayer’s products, establishment of various brand names 
for each such product, and the development of merchandising ideas and 
projects. The court found that the partnership, as such, furnished nothing 
of value to the corporation apart from those services which the corpora- 
tion should have received directly from the officers for the salaries paid to 
them, and it approved the Commissioner’s reallocation under former Sec- 
tion 45. 


Section 269, Formerly Section 129 


Another section of the Internal Revenue Code which must be given 
close scrutiny, although it has never in the past been applied with success 
in a case where there is split-up or break-up of an existing business, is 
Internal Revenue Code Section 129, now Section 269. Generally, the pur- 
pose of this section is to disallow the surtax exemption to a corporation 
acquired for the principal purpose of evasion or avoidance of federal income 
tax by securing the benefit of a deduction credit or other allowance which 
such corporation or person would not otherwise enjoy, principally the 
$25,000 exemption. Former Section 129 also permitted the Commissioner 
to disallow in proper cases, the excess profits tax credit. Here again the test 
has been the sufficiency of the business purpose or activity. The following 
cases illustrate the problem. 

In one case the taxpayer reorganized his wholesale grocery business 
into five separate corporations, each in a different town. The taxpayer’s 
purpose was to increase the combined borrowing capacity of the organiza- 
tion; to limit the financial liability on a judgment to each corporation; to 
permit the handling of competitive lines; and to eliminate prejudice against 
absentee ownership. The taxpayer did not deny that his officers were aware 


°4 T.C.M. 768 (1945). 

* Grenada Industries, Inc., 17 T.C. 231 (1951) (Acq.); See also, Q.I. Roberts et al., 
8 T.C.M. 60 (1949); Miles-Conley Company, Inc., 10 T.C. 754 (1948) (Aeq.); J. I. 
Byrne Estate, 16 T.C. 1234 (1951) (Acq.); Cedar Valley Distillery, Inc., 16 T.C. 870 
(1951) (Acq.); Kocin v. United States, 187 F.2d 707 (2d Cir. 1952); Advance Machinery 
Exchange, Inc. v. Commissioner, 196 F.2d 1006 (2d Cir. 1952), cert. denied, 344 U.S. 
835, 73 Sup. Ct. 45 (1952). 
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of the tax consequences at the time of the reorganization. However, the 
court determined that tax avoidance was not the principal purpose of the 
reorganization and refused to deny surtax exemption to the five corporations 
by applying Section 129.34 

In another case the taxpayers were subsidiaries of a corporation which 
operated a chain of shoe stores. The parent company was in critical financial 
condition in 1932 with rentals its largest fixed expense. In 1941 when the 
corporation desired to make new leases and open new stores, the 1932 ex- 
perience was recalled and twenty-two subsidiaries were organized to acquire 
leases and operate retail shoe stores. The court held that the taxpayer was 
not organized principally for the purpose of avoiding taxes, but that the 
limiting of liability for store leases was the principal purpose for the re- 
organization,** and refused to apply Section 129. 

In a third case, a Tennessee corporation organized a subsidiary in the 
State of Mississippi, and transferred to it all of the assets used by the parent 
in Mississippi with no purchase of new assets. The principal purpose for 
forming this subsidiary was to avoid the disadvantage of operating in Mis- 
sissippi as a foreign corporation. It was held that this was a sufficient pur- 
pose to negate the application of Section 129.36 

Such transactions may also be attacked under Section 1551 of the 1954 
Code, previously discussed, which affords the Commissioner additional argu- 
ments for disallowance of the exemption. 


DANGER OF UNDERCAPITALIZATION 


While the transfer of assets to different corporations provides a method 
of insulating those assets from business risks incurred by the parent or 
affiliated companies, it is well to remember that failure adequately to 
capitalize such subsidiary may result in failure to obtain that protection. 
In a series of cases the courts have held that where a subsidiary may be 
designated as the “alter ego” or “instrumentality” or “agent” of the parent 
corporation, the court will pierce the corporate veil and carry the liability 
of the subsidiary to the parent corporation. It has been stated that the courts 
are more impressed by an obvious inadequacy of capital on the part of a 
subsidiary than they are by the presence of any other indicia of identity 
between a subsidiary and a parent corporation.®" 

In the case of Wallace v. Tulsa Yellow Cab Taxi Co.®® the defendant, 
in order to procure public liability insurance, organized a corporation with 


* Alcorn Wholesale Company, 16 T.C. 75 (1951). 

* Berland’s, Inc. of South Bend, 16 T.C. 182 (1951). 

* J. E. Dilworth Company v. Henslee, 98 F. Supp. 957 (M.D. Tenn. 1951). 

* Douglas and Shanks, Insulation from Liability through Subsidiary Corporations, 
39 Yate L.J. 193 (1929). 

178 Okla. 15, 61 P.2d 645 (1936); See also, Luckenbach S. S. Company v. W. R. 
Grace & Company, 267 F.2d 676 (4th Cir. 1920). 
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capital stock of $1,000 purchased by the defendant’s employees with money 
furnished by defendant’s president. The sole asset of the new corporation 
was an equipment lease from the defendant which could be cancelled on 
twenty-four hours notice. The revenue of the new corporation was com- 
pletely absorbed by operating expenses and rental payments to defendant. 
The parent corporation was held directly liable for a claim against the 
subsidiary. 

If it is intended that the new corporation is to engage in foreign trade, 
or if the present business does engage in foreign trade and commerce in 
the western hemisphere or with free China, it may be desirable to create 
a separate corporation to take advantage of special tax privileges designed 
to promote such foreign trade. 


WESTERN HEMISPHERE CORPORATIONS 


A “Western Hemisphere Trade Corporation” is a domestic corporation 
whose business is confined exclusively to any country or countries in 
North America, Central America, South America, the West Indies or New- 
foundland (Puerto Rico is such a country; Bermuda is not). It must meet 
the following test: its entire business (other than incidental purchases) 
must be carried on within North, Central or South America or in the West 
Indies or in Newfoundland; for the three year period immediately preceding 
the close of its taxable year or for any part of that period during which 
the corporation was in existence, the corporation must have derived 95 per 
cent or more of its gross income from sources outside of the United States; 
and 90 per cent or more of the corporation’s gross income for the yearly 
period referred to in the preceding sentence must have been derived from 
the active conduct of its trade or business. 

“Western Hemisphere Trade Corporations” are taxed in the same man- 
ner and at the same tax rate as other corporations in general except that 
they are allowed a special deduction, computed according to Section 922 
of the Internal Revenue Code of 1954 which for the year 1954 amounts to 
approximately 14/52 of the taxable income. 

It is intended only to call the reader’s attention to the possibility of 
using this type of corporate organization. At the present time a number of 
the South American countries are attempting to tax the activities of such cor- 
porations, and an investigation of the practical problems involved as well 
as the strictly legal problems of setting up such a corporation should be 
investigated before this instrumentality is used.®® 


CHINA TRADE ACT 


The China Trade Act, enacted in 1922, was intended to promote com- 


* Int. Rev. Cope, § 921. 
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mercial relations with China.#° The new code allows a special deduction in 
respect to income derived only from Hongkong and Formosa for cor- 
porations organized under said act. The credit formerly allowed sources 
from within China has been eliminated. If it is intended that a corporation 
shall carry on business in either Hongkong or Formosa this act should be 
considered.*! 


CORPORATE COMBINATIONS 


Often there is an advantage in combining two or more corporations. 
This is usually accomplished by purchase, merger, or consolidation. A com- 
bination of two corporate businesses can be accomplished directly under 
Section 368 (a) (1) [formerly Section 112 (g)] of the Internal Revenue 
Code, either (1) through a statutory merger or consolidation or (2) through 
an acquisition of substantially all of one company’s assets by another com- 
pany in exchange for its voting stock. However, in order to make such a 
transaction non-taxable, the stockholders must own a “proprietary interest” 
in the surviving corporation. 

Section 368 (a) (1) (A) [formerly Section 112 (g) (1) (A)] of the 
Internal Revenue Code states in part: 


“The term reorganization means (A) a statutory merger or con- 
solidation.” 


The words “statutory merger or consolidation” refer to a merger or 
consolidation effected in pursuance of the corporation laws of the United 
States, of a state or territory, or of the District of Columbia and pursuant 
to regulations promulgated under Section 112 (g) (1) of the 1939 Internal 
Revenue Code.*# The usual state law contemplates merely the procedure 
to be followed in formulating a plan of merger or consolidation, approval 
by the directors and stockholders of the constituent corporations, and 
requisite filings with the state officials. Not all of the states provide for 
mergers or consolidations; some states limit mergers and consolidations to 
domestic corporations in that state; others restrict them to business cor- 
porations or to corporations engaged in substantially similar business activi- 
ties, and do not permit the combination of a cooperative or special corpora- 
tion with a business corporation. Often purchase of the stock or the assets 
of such a corporation is the only means by which a combination can be 
accomplished. However, formal compliance with the statutory provisions 
of the state law does not necessarily mean that tax consequences are being 
avoided. 


“15 USC, c. 4, § 141. 
“Int. Rev. Cope, § 941. 
“US. Treas. Reg. 118, § 39.112 (g)-2(b) (1953). 
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Necessity for Continuity of Interest 


In order for a “merger” or “consolidation” to be tax free, there must 
be a “continuity of interest” in the stockholders prior to and subsequent to 
the merger or consolidation. Regulations under the 1939 code relating 
thereto are as follows: 


“Requisite to a reorganization under the Code are a continuity of the 
business enterprise under the modified corporate form, and a continuity 
of interest therein on the part of those persons who were the owners 
of the enterprise prior to the reorganization.” * 


Cases decided thereunder hold that the continuity of interest must be pro- 
prietary in character. Some state statutes limit such exchanges solely to 
voting stock; others permit exchange of stock and securities. The following 
cases are illustrative although to what extent they will control in the future 
will depend upon the interpretation given Sections 368 and 354 of the new 
Code. 

In the case of Pinellas Ice & Cold Storage Company v. Commissioner ** 
the stockholders of the transferor corporation received cash and short term 
notes for their interest. The Court held that the stockholders must acquire 
a more substantial interest in the transferee corporation than that repre- 
sented by short term notes in order for the transaction to be a reorganiza- 
tion and exempt under the then existing law. 

In LeTulle v. Scofield * the transferor corporation received cash and 
bonds for its stock and distributed the same to its stockholders. It was held 
not to be a tax free reorganization, since the “continuing interest” was not 
“proprietary.” 

In Roebling v. Commissioner * the stockholders of one of the merging 
companies received 8 per cent bonds in exchange for their stock. The Court 
held that this did mot constitute a continuity of interest, because no pro- 
prietary interest survived.*? 

In recent years many corporations with large profits have sought to 
reduce their tax liabilities by acquiring control of loss corporations with 
large excess profit credit deductions and net operating losses by transferring 
their profitable operations to them. Former Section 129 of the Internal 
Revenue Code (now Section 269) has been used to prevent such combina- 
tions when made for tax avoidance purposes only.48 The enforcement of this 


“US. Treas. Reg. 118, § 39.112(g)—1(b) (1953). 

“287 U.S. 462, 53 Sup. Ct. 257 (1933). 

* 308 U.S. 415, 60 Sup. Cr. 313 (1940). 

“143 F.2d 810 (3d Cir. 1944), cert. denied, 323 U.S. 773, 65 Sup. Ct. 131 (1944). 

“ Kessler, Combining and Dividing Existing Corporate Businesses, 27 Taxes 1071 
(1949); Leighton, Tax-Free Reshuffling of Corporate Control, 31 Taxes 413 (1953). 

“Int. Rev. Cope, § 269 (a). Disallowance of Deduction Credit or Allowance.— 
“If (1) any person or persons acquire, ... on or after October 8, 1940, ... or (2) any 
corporation acquires . . . property of another corporation . . . the basis of which prop- 
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provision heretofore has not been particularly successful by the Commis- 
sioner, and the defense again has been the existence of a valid business pur- 
pose or business activity. A new paragraph has been added to Section 269 
directed primarily at the use of loss corporations. However, the procedure 
is still available and the reader’s attention is directed to Section 382 of the 
1954 Code respecting limitations on net operating loss carryovers. 


Section 61, Formerly Section 22(a) 


Section 61 of the Internal Revenue Code of 1954, formerly Section 
22 (a), provides the Treasury with an additional weapon to combine the 
income of various enterprises. The statute merely defines gross income and 
in accordance with judicial interpretation it seeks to enforce the principle 
that he who in reality owns the income is accountable for the tax thereon. 
It includes income constructively received, assigned income, and transfers 
of income in closely held corporations, in family partnerships, and in short 
term trusts. For a discussion of the foregoing problems see J. H. Landman’s 
“Multiplying Business Corporations and Acquiring Tax Losses.”®° 


CONSOLIDATED RETURNS 


In any group of affiliated companies *! whether the same be acquired 


erty ... is determined by reference to the basis in the hands of the transferor cor- 
poration and the principal purpose for which such acquisition was made is evasion or 
avoidance of the Federal income tax by securing the benefit of a deduction . . . then 
such deduction, credit, or other allowance shall not be allowed. . . .” 

(b) Power of Commissioner to Allow Deductions, etc. In Part—In any case to 
which subsection (a) is applicable the Commissioner is authorized—‘“(1) to allow as 
a deduction ... any part of any amount disallowed . . . if he determines that such 
allowance will not result in the evasion or avoidance of Federal income tax ... or (2) 
to distribute, apportion, or allocate gross income, and distribute, apportion, or allocate 
the deductions, credits, or allowances the benefit of which was sought to be secured, 
. . « but to allow such deductions, credits, or allowances . . . but to give effect to 
such allowance only to such extent as he determines will not result in the evasion or 
avoidance of ... tax... or (3) to exercise his powers in part under paragraph (1) 
and in part under paragraph (2).” 

(c) Presumption in Case of Disproportionate Purchase Price.—“The fact that the 
consideration paid upon an acquisition by any person or corporation . . . is substantially 
disproportionate to the aggregate . . . shall be prima facie evidence of the principal 
purpose of evasion or avoidance of Federal income tax. . 

“Int. Rev. Cope, § 61, formerly § 22(a). 

8 Tax L. Rev. 81 (1952). 

Int. Rev. Cope, § 1504 (a) Definition of “Affiliated Group.”—“As used in this 
chapter, an ‘affiliated group’ means one or more chains of includible corporations con- 
nected through stock ownership with a common parent corporation, which is an in- 
cludible corporation if—(1) Stock possessing at least 80 percentum of the voting power 
of all classes of stock, and at least 80 percentum of each class of the non-voting stock 
of each of the includible corporations (except the common parent corporation) is owned 
directly by one or more of the other corporations; and (2) the common parent cor- 
poration owns directly stock possessing at least 80 percentum of the voting power of all 
classes of stock and at least 80 percentum of each class of the non-voting stock of at 
least one of the other includible corporations. As used in this subsection, the term 
‘stock’ does not include non-voting stock which is limited and preferred as to dividends.” 
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by purchase as aforesaid or result from split-off or other means of dividing 
up or combining a business enterprise, it is important to consider the privi- 
lege of filing a consolidated income tax return pursuant to provisions of the 
Internal Revenue Code of 1954, Section 1501.5? By this means the profits 
of one corporation may bet set off against the losses of another, and the 
group may thus hedge against reversals. Income tax is based only on the 
net profit of the consolidated operations of the affiliated group. Once such 
a return is filed, however, consolidated returns will be required thereafter, 
unless certain circumstances intervene, and the eventual result and benefits 
should be thoroughly studied before the procedure is adopted. The follow- 
ing factors should be considered: an additional tax of 2 per cent is imposed 
on the consolidated corporation net income; consolidated returns will be 
required with few exceptions for every subsequent year; the accounting 
periods and methods of all members must be made to agree with that of 
the parent corporation; all matters pertaining to the tax must be handled by 
the parent corporation; all inter-company transactions which are un- 
realized must be eliminated; losses of one subsidiary can offset the profits 
of another subsidiary; the danger of the Commissioner’s allocation of in- 
come and expenses under Section 482 (formerly Section 45) is eliminated; 
and there may be some advantage in the consolidation of capital gains and 
losses. 

The United States Supreme Court has stated that the purpose of the 
Act is to require taxes to be levied in accordance with the true net income 
and invested capital resulting from and employed in a single enterprise, 
even though it was conducted by means of more than one corporation.*? 
Courts usually approach consolidated financial returns from the viewpoint 
of doing substantial justice to all parties. They have refused to accept the 
parent and subsidiary as one entity for tax purposes where it appears that 
a subsidiary was created purely as a “sham” to evade taxes or some other 
liability not considered a good business purpose.®* 


MEANS OF CONTROL 


When a corporation is split up or several corporations are created for 
the purpose of operating various facets of a business, the matter of reten- 
tion of control becomes important. The most obvious and complete method 


* Int. Rev. Cope, § 1501. Privilege to file consolidated returns—“An affiliated group 
of corporations shall, subject to the provisions of this chapter, have the privilege of 
making a consolidated return .. . for the taxable year in lieu of separate returns. The 
making of a consolidated return shall be on the condition that all corporations which 
. . . have been members of the affiliated group consent to all the consolidated return 
regulations prescribed under section 1502... .” 

8 Handy & Harman v. Burnet, 283 U.S. 136, 51 Sup. Ct. 367 (1931); Hellmich v. 
Hellman, 276 U.S. 233, 48 Sup. Cr. 244 (1928). 

National Carbide Corporation v. Commissioner, 336 U.S. 422, 69 Sup. Ct. 726 
(1949). 
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is parent-subsidiary control in which a parent company owns all or a ma- 
jority of the stock of the subsidiary. Another means is through direct 
shareholding, in which the same stockholders own controlling stock in 
each of the companies. Indirect control through an intermediate subsidiary, 
which is sometimes referred to as a major-minor set up, may be illustrated 
as follows: A company (parent) owning control of B company and B com- 
pany in turn owning control of C company; reciprocal shareholdings where 
A owns stock in B and B owns stock in A; circular shareholdings where 
A owns stock in B, B owns stock in C and C owns stock in A; indirect 
control through stock ownership by directors. 

Control is also frequently exercised through interlocking directorates 
and officers. If the companies so controlled directly or indirectly are com- 
peting with one another, consideration must be given to the possible viola- 
tion of the Clayton Anti-Trust Law which prohibits any combination in 
restraint of trade or commerce among the several states.5° 

Partnerships may be formed which own voting control of the stock 
of a company exercised through a majority of the partners, and subpartner- 
ships may be organized controlling the larger partnership and thus con- 
centrating still further the voting control. Voting trust may be created in 
Illinois for periods of not to exceed ten years in which control is placed 
in voting trustees. Frequently such methods are invoked to protect in- 
coming minority interests. 


SUMMARY 


In summary it may be said that the number of corporate enterprises is 
to be determined only after very careful consideration of the tax and 
economic advantages and disadvantages. Frequently undue emphasis has 
been placed upon the tax savings without adequate consideration of the 
advantages which arise from economies and effectiveness of central manage- 
ment and supervision. Any move either to consolidate or divide a business or 
businesses should be preceded with the utmost care to plan the transactions 
to conform with the technical requirements of the state and federal laws. 


* 15 U.S.C.A. § 1 (1951). Trusts, etc., In Restraint of Trade Illegal; Exception 
of Resale Price Agreements; ... . “Every contract, combination, in the form of trust 
or otherwise, or conspiracy, in restraint of trade or commerce among several States, or 
within foreign nations, is declared to be illegal: Provided, That nothing contained in 
sections 1-7 of this title shall render illegal, contracts or agreements prescribing mini- 
mum prices for the resale of a commodity which bears, or the label or container which 
bears, the trade mark, brand, or name of the producers or distributor of such com- 
modity and which is in free and open competition with commodities of the same general 
class .. . and the making of such contracts or agreements shall not be an unfair method 
of competition under section 45 of this title: Provided further, That the preceding 
proviso shall not make lawful any contract or agreement providing for the establishment 
or maintenance of minimum resale prices on any commodity herein involved, between 
manufacturers, or between producers, or between wholesalers, or between brokers, or 
between factors, or between retailers, or between persons, firms, or corporations, in 
competition with each other. .. .” 
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FINANCIAL PROBLEMS OF THE 
BUSINESS ENTERPRISE — GETTING 
THE MONEY IN 


BY MILTON H. GRAY * 


WITH THE DEVELOPMENT of complex industrialization, the role of 
the business lawyer has changed materially until today he is generally recog- 
nized as not only a counselor in legal situations but as an adviser and con- 
sultant in the consideration of general business problems which daily con- 
front enterprises of all sizes. Important, if not foremost, among such prob- 
lems is that of financing. 

How money can be raised, from whom, and by what means, are com- 
mon questions with which the business lawyer is confronted, and it is to his 
and to his client’s advantage to be able to discuss such matters intelligently 
preparatory to a business decision. 

It is the purpose of this article to discuss generally such problems under 
the following outline: 


I. Types of Securities. 
II. Sources of Money. 
III. The Securities Act of 1933. 
IV. The Illinois Securities Law of 1953. 
V. Procedures in Public Financing. 


TYPES OF SECURITIES 
Equity Securities 
The usual form of financing a corporation with equity capital is by 
the issuance of common shares of either par or no par value, and the capital 
of by far the largest number of corporations is represented solely by the 
issuance of such shares. There are no particular pitfalls apt to confront one, 
as, for the most part, unless special considerations are at hand, the character- 


istics of the shares are not described in the articles of incorporation and the 
rights of the holders are determined by statutory provisions. The Illinois 


* MILTON H. GRAY, B.A. 1931, J.D. 1934, Northwestern University; 
Chairman of Chicago Bar Association Committee on Corporation Law 
(1948-50); Chairman of Chicago Bar Association Committee on Securi- 
ties Law (1951-53); Chairman of the Illinois State Bar Section on Cor- 
porate and Securities Laws (1945); Member of the editorial board of 
“Illinois Business Corporation Act Annotated;” presently engaged in 
private practice in Chicago. 
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provision for shareholders’ preemptive rights should be especially noted. 
The general provision (with some exception for shares sold to employees 
or employees of a subsidiary corporation) grants preemptive rights unless 
limited or denied to the extent provided in the articles of incorporation. The 
amendment section of the Business Corporation Act? specifically grants the 
right of amendment to limit, deny, or grant shareholders of any class the 
preemptive right to subscribe for or acquire additional shares of the corpora- 
tion, whether then or thereafter authorized. 

It may also be advisable to provide for the authorization of more shares 
than then contemplated to be issued, as this may avoid the necessity of a 
charter amendment at a later date. This can be done in Illinois (but not 
in all States) at no additional cost, as Illinois franchise and license fees are 
not based upon the number of shares authorized but on stated capital and 
paid-in surplus of issued shares.® 

It is generally advisable to designate a par value for the shares, although 
under some circumstances no par value may better fit a particular situation. 
For instance, it may be desired to sell shares at a discount and to avoid the 
question of whether or not the shares are full paid, a no par value designation 
may be used. If any such situation does not exist a designated par value may 
seem more explicit and clear. In addition, federal stamp taxes differ. On 
par value shares, the original issuance tax is 11 cents per $100 of the aggre- 
gate par value of the certificate whereas on no par value shares the original 
issuance tax is 11 cents per share, unless the actual value is in excess of $100 
per share in which case the tax is 11 cents on each $100 of actual value of 
the certificate, or unless the actual value is less than $100 per share in which 
case the tax is 3 cents on each $20 of actual value of the certificate. On par 
value shares, the transfer tax is 5 cents per $100 of the aggregate par value, 
except when the selling price is $20 or more per share the rate is 6 cents 
instead of 5 cents. On no par value shares, the tax of 5 cents or 6 cents 
(depending on the selling price per share) is imposed on each share.* 

Where annual franchise taxes are based on the number of shares author- 
ized or issued, a higher par value and resulting fewer number of shares will 
result in lower charges. This is not true of corporations organized under 
the Illinois Business Corporation Act, however, as Illinois fees are based on 
stated capital and paid-in surplus as previously pointed out. 

Variations of common shares are sometimes used to meet special situa- 
tions by their division into classes of different characteristics. These may 
range from a mere difference of par value, (which may affect aggregate 


*Iuy. Rev. Srat., c. 32, § 157.24 (1953). For a discussion of cases and periodicals 
under this Section see Corp. Law Comm. or Cuicaco Bar Assoc., THE ILLINoIs BusINEsS 
CorporaTION Act ANNOTATED 132 (1947). 

*Iti. Rev. Srat., c. 32, § 157.52 (1953). 

37d. §§ 157.132 and 157.136. 

‘Int. Rev. Cope § 4301 and 4321. 
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voting rights) to those ordinarily associated with preferred shares. For 
instance, there may be authorized 100,000 of $1.00 par value Class A com- 
mon shares and 10,000 of $10.00 par value Class B common shares. If voting 
rights were kept uniform at the rate of one vote per share, the Class A 
holders in the aggregate would enjoy ten times the voting strength of the 
Class B holders even though their aggregate contribution to the corporation 
in consideration of their shares may have been the same. Preferences of 
dividends, in liquidation, etc. may also be given to one class of common 
and not to another. In other words, quite often shares designated as 
Class A common shares or Class A shares actually are preferred shares as 
the latter are described. In at least one situation, shares with all the char- 
acteristics of preferred shares are designated as Class A common shares, or 
Class A shares, to meet the requirements of certain state blue sky commis- 
sions. This occurs when the particular enterprise has not sufficient net 
worth to pay the liquidating value of the shares, and the designation of 
“preferred” is held to be misleading. Personally, this appears to be a differ- 
ence of form rather than of substance. In one instance the Attorney General 
of Illinois has ruled that the authorization of Class A common shares and 
Class B common shares, the only difference being that the dividend rate of 
one class was one and one-half times the dividend rate of the other class, 
was a proper classification.» However, the corporation department of the 
Illinois Secretary of State’s office takes the position that shares cannot be 
designated as “common” if they enjoy any preferred characteristics, and 
it would be well to clear any intended Illinois set-up of this type with the 
corporation department prior to its adoption. 

Preferred shares are so designated because of certain preferences they 
enjoy over common shares.® Ordinarily, they are entitled to a dividend prior 
to common shares dividends (but in a specified amount in contrast to the 
lack of a fixed dividend on the common shares) and oftentimes the dividend 
is cumulative so that no dividends may be paid on the common shares unless 
all current and past dividends specified for the preferred shares have been 
paid. At times, participating dividends are provided. In addition to a fixed 
dividend, extra distributions are provided for, dependent on earnings or on 
amounts paid common shares. Other common characteristics of preferred 
shares are the right of their redemption by the corporation at designated 
times and prices, their right to a designated liquidation amount prior to any 
distribution on common shares, the creation of a sinking fund for their 
retirement, and the right to vote as a class on matters which may adversely 
affect them.” Frequently one encounters preferred shares where no right 


5 OPINION OF ATTORNEY GENERAL 235 (1939). 

® Iii. Rev. Strat., c. 32, § 157.14 (1953). For a discussion of cases under this Section 
see Corp. Law Comm. or Cuicaco Bar Assoc., THE ILLinois Business CorPoRATION ACT 
ANNOTATED 90 (1947). 

"Iti. Rev. Srat., c. 32, §§ 157.41a, 157.54 and 157.60a (1953). 
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of redemption is expressed. Such a situation often leads to subsequent diffi- 
culties if it becomes necessary or advisable to change the capitalization, and 
should be avoided by providing for redemption when the preferred share 
class is created. 

Thus, it may be seen, preferred shares ordinarily offer less risk but less 
possibility of gain, and are a handy vehicle for outside capital desiring a 
safety factor over and above that afforded by common shares. 

Frequently, the attractiveness of the preferred shares is enhanced by 
providing that they may be converted into common shares at the option of 
the holder at specified conversion rates.§ This feature gives the holder the 
advantage of retaining the preferred characteristics, if so desired, or of 
changing his shares into common shares if the enterprise has prospered and 
the value of the common shares has been so increased since the acquisition of 
the preferred shares that economically he benefits himself by foregoing the 
preferred advantages for the enhanced value of the common shares. Con- 
version may also become advisable if a material voting advantage can be 
obtained, as quite frequently the conversion ratio provides for a larger 
number of common shares in exchange for preferred shares. Ordinarily, in 
establishing the preferred shares the conversion ratio is set above the then 
common share value, but the smaller this difference the more attractive is the 
conversion feature. In creating a conversion feature, care should be taken 
to provide anti-dilution protection for the holders of the convertible secur- 
ity, and conversely for the issuer, so that any major change in the number 
of shares issued of the security into which conversion is provided, results in 
a corresponding adjustment in the conversion ratio. 

It should also be noted that the Business Corporation Act of Illinots 
provides that shares of any preferred or special class may be divided into 
and issued in series.® Shares of the same class may then be made to vary i 
respect to the following: (1) the rate of dividend; (2) terms of redemption; 
(3) liquidation amounts; (4) sinking fund provisions; and (5) conversion 
features. 

The above discussion of equity capital applies to the corporate forn. 
of business enterprise. Although generally not thought of as such, partner- 
ship interests are actually equity securities and fall into two broad classi- 
fications of general partnership interests and limited partnership interests.1° 
The latter afford the investment of equity capital in a partnership venture 
with a limitation of liability. 


Secured Obligations 


When considering financing by the creation of debt, there is usually 
brought to mind initially the mortgaging of fixed assets, such as real estate, 


“Id. § 157.14(e). 
"Id. § 157.15. 
"Td., c. 121%, § 137.2A. 48 Stat. 74 (1933), 15 U.S.C. § 77b (1951). 
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equipment, machinery, furniture, and fixtures. In these instances a lien is 
placed on property by means of an indenture as security for payment of 
the notes or bonds issued to evidence the indebtedness. This type of financ- 
ing, like many others, relieves the business enterprise of the static tie-up 
of funds in fixed assets. It is especially prevalent among utilities whose major 
assets are usually of this nature, but is also very common among other enter- 
prises which feel the advisability or necessity of owning their own plant 
but desire or need the use of a portion of the funds so invested. 

Closely allied to these mortgages, but of little concern to the ordinary 
enterprise, are the equipment trusts used generally by railroads in financing 
the purchase of rolling equipment. 

During the depression days two types of secured obligations became 
especially popular and have remained an integral part of the financing pic- 
ture. They involve the use of accounts receivable or the use of inventory 
to obtain funds, the noticeable contrast being that current assets are used 
as security for obligations instead of fixed assets attendant to a mortgage. 

Accounts receivable financing is a sizeable business today. To make use 
of it a business enterprise either sells (usually with an absolute guaranty or 
agreement to repurchase) or pledges its accounts receivable, receiving 
initially 70 to 80 per cent of the face amount of the accounts, paying interest 
or a discount on the amount financed, and receiving the balance as the 
account is paid. Ordinarily, this method of financing is a comparatively 
expensive one (common interest returns to the lender may average 15 per 
cent or more) and is not used unless necessary. Generally, also, the financing 
is carried on without the knowledge of the person owing the account. 
Initially, this type of financing was offered by independent finance com- 
panies but banks have also entered the field at lesser cost but generally with 
more particularity as to the accounts which are financed. 

Inventory financing, as its name implies, involves the use of inventory 
(raw materials, finished products, and even goods in process) to secure 
funds. The inventory is warehoused, either in the enterprise’s own place of 
business or elsewhere, and loans are secured thereon by means of warehouse 
receipts issued by an established warehouse company. If the inventory is 
warehoused on the business premises, it is segregated, usually by a chicken 
wire net wall or in a room by itself and clearly marked as the property of 
the warehouse company. This space is generally leased or sub-leased by the 
warehouse company so as to preserve the segregation, and frequently an 
employee of the business enterprise is employed by the warehouse company 
to act as custodian. 

Another form of inventory financing is by means of trust receipts,! 
such as the floor plan of automobile financing. The inventory is open and 
is apparently the property of the business enterprise but actually is only 


"Tui. Rev. Srat., c. 121%, §§ 166-187 (1953). 
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held by it under trust receipt which permits its sale contingent on the 
repayment of the debt. 


Unsecured Obligations 


The common form of unsecured obligation is an open account loan 
from a bank or other lending institution, protected only by the general 
credit of the borrower. Such loans are generally evidenced by notes, pay- 
able on demand, at a specified date in the future or in installments. Quite 
frequently they are issued under a loan agreement which may restrict in- 
vestment in fixed assets, salaries of management, payment of dividends or 
distributions, etc. 

Closely related to mortgage bonds and notes are debentures which are 
unsecured obligations also protected only by the general credit of the 
borrower. Debentures are usually issued under an indenture which con- 
stitutes the loan agreement, and here too, it is customary to find various 
restrictions about the use and disposition of funds by the borrower and the 
creation of a sinking fund (being a stated amount or a percentage of earn- 
ings or a combination of both) to provide for an orderly liquidation of 
the indebtedness. Frequently, debentures also contain a convertible feature 
which permits their conversion into equity securities of the borrower much 
like the conversion features of the preferred shares into common shares. 
For instance, American Telephone and Telegraph Company recently issued 
over $600,000,000 of twelve year 3% per cent convertible debentures. On 
the first day the debentures were eligible for conversion it was reported that 
the holders of more than $150,000,000 worth of debentures exercised the 
privilege. The conversion rate was one share of common stock for each 
$100 in debentures, and $36 additional in cash. On the day reported the 
common stock was selling for $160 a share, and paying $9.00 annually in 
dividends, and the debentures were selling for 123. Undoubtedly, the greater 
return on the common stock was a major, if not the sole factor, in motivat- 
ing conversions. 


Miscellaneous 


In the post-war era, sales and lease-backs became a popular medium to 
release funds tied up in fixed assets. In the common instances, business 
enterprises sold their real estate to an insurance company and took back 
from the latter a long term lease of, at times, fifty years or more. This gave 
the business ready cash to be used for general business expansion and re- 
tained to it the use of the real estate for the leased period of time. It also 
frequently resulted in the business realizing a capital gain on the sale, and 
the rent paid as a business expense offset the depreciation and other deduc- 
tions it realized under ownership. 

There also appears to be a growing tendency to make available to busi- 
nesses various facilities by means of leases rather than sales. For instance, 


RENNES 
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expensive machinery and equipment requiring substantial outlays of funds 
can often be rented with or without a right of purchase. Automobiles and 
trucks can be rented on the same basis. This method differs from the ordi- 
nary conditional sales agreements in that there is no obligation to purchase, 
but merely to pay a rental over the period of use. Frequently, the lessee is 
granted an option to purchase the leased property, and if the option is 
exercised a portion of the rental paid is applied toward the purchase price. 
However, the tax consequences of such an arrangement should be investi- 
gated prior to use. 

The issuance of warrants and options to purchase securities at fixed 
prices frequently results in a company’s obtaining funds although they were 
not issued primarily for this purpose. In the early post-war period they were 
widely used in public financing (with much criticism) as an added attrac- 
tion to prospective security purchasers and as an added attraction to under- 
writers. This was done by accompanying the securities being sold with 
warrants to purchase additional or other securities at fixed prices, and by 
giving the underwriters warrants in addition to their cash commissions or 
discounts. If the company prospered to the extent that the securities available 
on exercise of the warrants rose in price above the price fixed for the exer- 
cise, the investor, or underwriter, realized a further profit either by exercis- 
ing the warrant or by selling it. They are now frequently used in the sale 
of bonds or debentures, each bond or debenture carrying with it a warrant 
to purchase a certain number of shares of stock of the borrower at fixed 
prices. 

In this era of high taxes on income, warrants and options are also 
frequently used to reward management or to induce it to remain with the 
company by making available the possibility of a long-term capital gain 
taxable at lesser rates than ordinary compensation. This aim is not always 
being accomplished for various tax reasons but since the adoption of Sec- 
tion 165 (now Section 421) of the Internal Revenue Code so-called “re- 
stricted stock options” have risen noticeably in the popularity poll. As men- 
tioned before, their issuance is not motivated by a desire to obtain funds 
although this results. 

Many business enterprises also own securities of subsidiaries or other 
entities, and thus may have available financing by means of collateral trust 
bonds or notes secured by such securities. 

Until corporations are placed on a “pay as you go basis” reserves on 
federal taxes on income actually are a means of financing. Likewise, the 
acquisition of corporations with heavy losses for the purpose of reducing 
income taxes of a profitable concern also results in a phase of financing 
which may be very formidable. Quite often a new enterprise ends its first 
fiscal period just before it anticipates profits. This permits it to retain the 
tax portion of subsequent profits for a longer period of time and aids in 
financing. 
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SOURCES OF MONEY 


Brief mention should be made of common sources for obtaining funds. 
In general, one may list banks, loan and finance concerns, governmental 
agencies, private sources, and the public, which will be discussed later. 

In recent years, insurance companies have played a major role in 
financing business enterprises by means of “private placements.” A large 
number of security issues which, in ordinary financing, would siphon 
through the markets of our country to individual investors, are being pur- 
chased directly from the issuer by insurance companies. For instance, in 
recent months, one of the major automobile manufacturers arranged to 
borrow $250,000,000 from an insurance company, the loan being evidenced 
by 3%4°% 100-year notes. Much has been said for and against this develop- 
ment. This method of financing is usually speedier than a public offering, 
perhaps easier to handle, and for the most part less costly. One disadvantage 
is the lack of national distribution of the securities and their concentration 
in the hands of one or, at best, a few holders, although in a few instances 
issues have been “privately” placed with many insurance companies par- 
ticipating jointly. 

Investment trusts are also following the same pattern in some instances. 
This comparatively new but rapidly growing industry is making itself felt 
in the economy of our nation, especially since the advent of the open-end 
investment trust. In the latter the proceeds from the sale to the public by 
an investment trust of its own securities are in turn used to buy other se- 
curities which constitute its major assets. A principal feature of its attrac- 
tiveness is that a holder of its securities may sell them on the open market 
or has the right to return them to the company at a price kept constantly 
up to date and based on the value of the underlying securities then owned by 
it. In many instances such companies are now skipping the step of purchas- 
ing securities already being marketed publicly, on the exchanges or over- 
the-counter, and are purchasing securities directly from business enterprises. 
Thus, they also become a source of funds. 

Not to be forgotten, of course, are governmental agencies, like the 
Small Business Administration, and in former years the Reconstruction 
Finance Corporation, specifically set up as a source of financial assistance. 

According to figures released by the Securities and Exchange Com- 
mission, 38°% of corporate financing in 1953 was by private placement and 
62°% by public sale. However, a substantial part of the securities sold 
publicly involved expansion of capital facilities in the utilities field. 


THE SECURITIES ACT OF 1933 


As the Federal Securities Act of 19331" regulates the public sale of 


2 48 Srat. 74 (1933); 48 Sratr. 905 (1934); 49 Srar. 557 (1935); 54 Srar. 857 (1940); 
15 U.S.C. §§ 77a-77aa (1951). 
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securities, it must be examined carefully in any financing situation to de- 
termine whether an exemption exists or registration is necessary. 

Initially it should be pointed out that the Act exempts “transactions by 
an issuer not involving any public offering.” !* But the Act is silent on what 
constitutes a public offering, and the House committee’s reference to this 
exemption merely expressed the permission of an issuer to make a specific 
or isolated sale of its securities to a particular person but not generally to 
the public." 

In the early days of administration of the Act it was generally con- 
sidered that an offer to more than twenty-five persons constituted a public 
offering. However, early in 1935 the General Counsel of the Securities and 
Exchange Commission, which administers the Act, issued an opinion * stat- 
ing that many factors must be considered to determine the availability of 
this exemption, the principal ones being the following: 


(1) the number of offerees and their relationship to each other and 
to the issuer; 

(2) The number of units offered; 

(3) the size of the offering; 

(4) the manner of offering. 


This subjective test is now generally accepted, and in all but clear cut cases 
it is advisable to seek a specific opinion of the General Counsel’s office. In 
many instances, but with other justifying factors present, an offering to 
well over 100 persons has been ruled to be a private offering.’® 

There are a number of other exemptions which are generally used to 
exclude the necessity of registration, including the following: 

(1) Securities part of an issue sold only to persons resident within a 
single state or territory, where the issuer of such security is a person resident 
and doing business within, or, if a corporation, incorporated by and doing 
business within, such state or territory.'* 

(2) Securities exchanged by the issuer with its existing security holders 
exclusively where no commission or other remuneration is paid or given 
directly or indirectly for soliciting such exchange.'® 


48 Strat. 77 (1933); 48 Strat. 906 (1934); 15 U.S.C. § 77d(1) (1951). 

“H.R. Rep. No. 85, 73d Cong., Ist Sess. 15-16 (1933). 

*® Sec. Act. Rev. 285 (1935). 

**For a general discussion of what constitutes a public offering see Loss, Securities 
REGULATION 394 (1951); McCormick, UNpersTANDING THE Securities Act AND THE 
S.E.C. 101 (1948); and CCH, Fep. Sec. Law Rep. § 2266. See also Securities and Ex- 
change Commission v. Ralston Purina Company, 346 U.S. 119, 73 Sup. Cr. 981 (1952) 
wherein it was stated: “The focus of inquiry should be on the need of the offerees for 
the protections afforded by registration.” 

48 Srat. 906 (1934), 15 U.S.C. § 77c (11) (1951); Loss, Securtties REGULATION 
374 (1951); McCormick, UNDERSTANDING THE SEcurITIES Act AND THE S.E.C. 89 (1948); 
CCH, Fep. Sec. Law Rep. § 2245. 

*48 Stat. 906 (1934), 15 U.S.C. § 77c (a) (9) (1951); Rule 149, Sec. Acr Ret. 
1495 (1937); Rule 150, Sec. Act REL. 627 (Class C) (1936); Loss, Securities REGULATION 
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(3) Certain current transactions with a maturity at the time of issuance 
of not exceeding nine months.?® 

(4) Securities issued by persons organized and operated exclusively for 
religious, educational, benevolent, fraternal, charitable, or reformatory pur- 
poses and not for pecuniary profit, and no part of the net earnings of which 
inures to the benefit of any person, private stockholder, or individual.?° 

The Commission was also empowered by the Act to add exemptions 
if it finds that enforcement with respect to such securities is not necessary 
in the public interest and for the protection of investors by reason of the 
small amount involved or the limited character of the public offering, pro- 
viding that no issue shall be exempted where the aggregate amount at which 
such issue is offered to the public exceeds $300,000.?! 

Pursuant thereto, the Commission has adopted a general exemption,?? 
an exemption of first lien notes,?* a special exemption for assessable shares 
of mining corporations,?* exemptions covering fractional undivided interests 
in oil or gas rights,?> and exemptions relating to interests in oil royalty trusts 
or unincorporated associations.2° However, all of these, except the exemp- 
tion of first lien notes, require certain procedures to make them effective. 

The general exemption is widely used to permit offerings by issuers 
of not exceeding $300,000 in any yearly period. At least ten days (Saturdays, 
Sundays, and holidays excluded) prior to the date of offering, there must be 
filed with the regional office of the Commission for the region in which 
the issuer’s principal business operations are conducted, a prescribed notifi- 
cation form which contains information covering the jurisdictions in 
which the securities are to be offered; contemplated additional offerings; 
unregistered securities sold within one year; predecessors and affiliates of 
the issuer; directors, officers, and promoters; and convictions, injunctions, 
and fraud orders within five years. In addition, certain exhibits are required. 

Upon receipt of this notification form, the Commission advises the 
various states listed therein of the intended offering. This permits the states, 
if registration action is not pending there, to call to the attention of the 


360 (1951); McCormick, UNDERSTANDING THE Securities Act AND Tue S.E.C. 80 (1948); 
CCH, Fep. Sec. Law Rep. § 2236-7. 


” 48 Stat. 76 (1933), 15 U.S.C. § 77c (a) (3) (1951); Loss, Securities REGULATION 
356 (1951); McCormick, UNDERSTANDING THE Securities AcT AND THE S.E.C. 73 (1948); 
CCH, Fep. Sec. Law Rep. § 2205. 


48 SratT. 76 (1933); 48 Strat. 906 (1934); 15 U.S.C. § 77c (a) (4) (1951); Loss, 
SecuritIES REGULATION 356 (1951); McCormick, UNDERSTANDING THE SEcuriTIES ACT AND 
Tue S.E.C. 74 (1948); CCH, Fep. Sec. Law Rep. § 2211. 


7148 Srat. 74 (1933), 15 U.S.C. § 77c (b) (1951); Loss, SEcuritIEs REGULATION 379 
(1951); McCormick, UNpERSTANDING THE Securities Act AND THE S.E.C. 92 (1948); 
CCH, Fen. Sec. Law Rep. § 2253. 

* Regulation A (Rules 215-224). 

** Regulation A-R (Rules 230-233). 

** Regulation A-M (Rule 240). 

** Regulation B (Rules 300-356). 

** Regulation B-T (Rules 360-396). 
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issuer the necessity for state compliance, and to take further disciplinary 
action, if necessary. 

In April, 1953, a principal change was effected in Regulation A in re- 
quiring that an offering circular containing certain minimum information 
be used in the distribution of securities thereunder. This information in- 
cludes the general type of business of the issuer, names and addresses of 
officers and directors and their security holdings, the kind and amount of 
securities being offered, underwriting terms, the intended use of the pro- 
ceeds, a current balance sheet, and earnings statements to the date of the 
balance sheet and for at least two full fiscal years prior thereto. 

Under specified circumstances, the Commission may, at any time after 
the filing of a notification, enter an order denying the exemption, or if the 
public offering is commenced, suspending the exemption. 

Within thirty days after the end of each six month period following 
the commencement of the offering, a report on sales and use of proceeds 
must be filed with the Commission. 

The exemption of first lien notes is limited to $100,000, with the aggre- 
gate amount of all indebtedness secured by all liens on any single property 
not exceeding 75% of its appraised value. The principal amount of each 
note must not be less than $500 and the total number of notes on any 
single property shall not exceed 125. The notes must be sold for cash or 
for purchasers’ obligations to pay cash within sixty days after sale. 

If an exemption is not available, a registration procedure with the Com- 
mission must be followed. A registration statement is filed by the issuer on 
a prescribed form, giving somewhat detailed information about its business, 
finances, properties, management, and underwriting arrangements. After 
the filing of the registration statement a waiting period of usually twenty 
days follows. Before its elapse, however, a letter of comments (generally 
called a deficiency letter) is usually received, asking or suggesting certain 
changes. Amendments are filed responsive to the noted deficiences, or sub- 
sequent ones, and thereafter an order of registration is entered. 

At the time of the filing of the registration statement, a fee is paid the 
Commission in an amount equivalent to 1/100th of 1% of the maximum 
offering price of the securities then being registered.?7 

The Securities Act of 1933 is a disclosure type of Act. Registration 
does not indicate approval or disapproval of the securities themselves. Any 
representation to the contrary is a criminal offense. Civil and criminal 
penalties for violation of the Act are also prescribed.?® 


THE ILLINOIS BLUE SKY LAW * 
The registration of securities under the Securities Act of 1933, or 


*748 Strat. 78 (1933), 15 U.S.C. § 77f (b) (1951); Rules 457-8. 

48 Srat. 82 (1933); 48 Srat. 907 (1934); 15 U.S.C. §§ 77k, 1, m, 0, (1951) and 
48 Stat. 87 (1933), 15 U.S.C. § 77x (1951). 

** For additional treatment of the Illinois Blue Sky Law see the student note page 
487, infra. 
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exemption therefrom, is a separate and distinct problem from compliance 
with state blue sky laws. The Act specifically states it does not affect the 
jurisdiction of the securities commission of any state or territory of the 
United States, or the District of Columbia, over any security or any per- 
son.*° Accordingly, federal registration or exemption does not obviate state 
compliance, and vice versa. 

There are forty-seven state blue sky laws, Nevada having no such law, 
and all differ in material respects. For the most part they fall into three 
general categories: 


(1) So-called fraud laws, prohibiting the use of fraud in the sale of 
securities but with no registration requirements for securities, security 
dealers, or security salesmen. 

(2) Dealer registration laws, requiring registration of security dealers 
and salesmen but not of securities except perhaps in a rather perfunctory 
manner. 

(3) Full registration laws, requiring registration of securities (unless 
exempt) and of security dealers and salesmen. 


The Illinois law falls into the third category and is a comprehensive 
regulatory statute.*! The present Act became effective January 1, 1954, and 
superseded a much amended 1919 law which was badly in need of revision.®* 
It covers definitions, exempt securities, exempt transactions, methods of 
registration of securities, investment contracts, investment fund shares, 
registration of dealers and salesmen, advertising, duties and powers of the 
Secretary of State, violations, remedies, and penalties. The Act is under the 
jurisdiction of the Secretary of State. A separate Securities Department is 
maintained, with a staff headed by a Securities Commissioner appointed by 
the Secretary of State. The main office is located in the capitol building in 
Springfield and a branch office is maintained in Chicago. All filings, how- 
ever, must be made in the Springfield office. 

In determining whether registration is necessary thereunder it is sug- 
gested that initially the definitions should be examined as they probably 
contain surprises to the general practitioner with limited securities ex- 
perience.3* One should then follow with the examination of exempt se- 
curities ** and exempt transactions.*® 


°° 48 Srat. 85 (1933), 15 U.S.C. § 77r (1951). 

* Tut. Rev. Stat., c. 121%, §§ 137.1-137.19 (1953). 

* Id. §§ 96-137. 

8 Td. § 137.2; Jones, Int. Stat. ANN., c. 13.02 (1947) and 13.55 (2) (1953). 

“Iti. Rev. Srat., c. 121%, § 137.3 (1953); Jones, Itt. Srat. ANN., c. 13.03 (1947) 
and 13.55(3) (1953). 

* Tui. Rev. Srat., c. 121%, § 137.4 (1953); Jones, Int. Stat. ANN., c. 13.04 (1947) 
and 13.55(4) (1953). 
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Exempt securities, but usually under prescribed circumstances, cover: 


(1) government securities, 

(2) securities of banks and trust companies, 

(3) securities of building and loan or savings and loan associations, and 
of insurance companies, 

(4) securities issued or guaranteed by railroads or public utilities, 

(5) equipment trust certificates, 

(6) issuers with securities listed on stock exchanges, 

(7) securities of not for profit corporations, 

(8) conditional sales agreements, 

(9) first mortgage notes, 

(10) junior mortgage notes, 

(11) current obligations, 

(12) pre-organization subscriptions, and 

(13) securities of cooperative associations. 


The corporate pre-organization subscription exemption is especially 
useful in every day practice, exempting subscriptions or sales of shares of 
stock of a corporation prior to incorporation if no commission or other 
remuneration is paid or given directly or indirectly and if (1) the number 
of subscribers does not exceed 25 or (2) the amount raised does not exceed 
$25,000. It should be especially noted that since the adoption of the present 
Act the corporation need not be organized as an Illinois corporation. It 
should also be emphasized that the number of subscribers or the amount 
are in the alternative. 

Pertinent exempt transactions within the purview of this article which 
covers issuers only (and not controlling persons, underwriters, dealers, 
and owners of securities) are as follows: 


(1) Sales or exchanges by an issuer to or with its own stockholders or 
holders of evidences of indebtedness where no commission or other re- 
muneration is paid except a so-called stand-by fee. 

(2) Issuances pursuant to a conversion privilege granted at the time 
of issuance of such convertible securities, where no commission or remuner- 
ation is paid and no consideration from the holder in addition to the sur- 
render or cancellation of the convertible security is required to effect the 
conversion. 

(3) Sales to corporations, banks, savings institutions, trust companies, 
insurance companies, building and loan associations, dealers, pension funds 
or pension trusts, employees’ profit sharing trusts or to associations engaged 
as a substantial part of their business or operations in purchasing or holding 
securities, or to trusts in respect of which a bank or trust company is 
trustee or co-trustee. 

(4) Sales within any period of twelve consecutive months to not more 
than fifteen persons, excluding from such number: purchasers of exempt 
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securities, purchasers or securities in exempt transactions, and purchasers 
of registered securities, provided that (a) no commission or other remunera- 
tion exceeding 15% of the initial offering price of such securities is paid and 
(b) a report is filed within thirty days of such sale giving certain prescribed 
information. 

(5) Sales of undivided interest in oil, gas, or other mineral lease, 
right or royalty, somewhat similar to the transactions enumerated in (3) and 
(4) above. 

(6) Issuances to existing security holders in statutory consolidations or 
mergers. 

(7) Issuances under a court approved plan of reorganization, recapitali- 
zation, readjustment, or composition. 

The exemption set forth in (4) above is worthy of particular attention. 
It is an entirely new concept in I]linois law and was inserted in an attempt 
to satisfy a crying need for an exemption for private sales. It has already re- 
sulted in widespread use and obviates the previous necessity of accomplishing 
a private sale through indirect methods bordering on subterfuge. In addi- 
tion, it should be observed that by making full use of the pre-organization 
exemption prior to incorporation and full use of this exemption immediately 
thereafter, a new enterprise can commence business with forty Illinois 
shareholders. 

Unfortunately, two questions of construction have already arisen. The 
first is whether sales outside of Illinois must be counted in computing the 
fifteen persons, and second, whether “sale” is to be construed as set forth 
in the definitions to include an offer. It is the writer’s view that sales outside 
Illinois should not be counted and “sale” should be narrowly construed so 
as not to include offers. The first conclusion is based on the generally ac- 
cepted theory that a state has no jurisdiction of sales outside its borders, and 
if a statute excludes securities and transactions which are exempt under 
Illinois law, it should certainly be construed, unless there is specific language 
to the contrary, to exclude securities and transactions over which it has no 
jurisdiction. Insofar as this writer’s second conclusion is concerned, it should 
be pointed out that the definition section ** includes the clause “unless the 
context otherwise indicates,” and a reading of the entire section seems to 
indicate the context has in mind the narrow construction. For instance, the 
entire tenor of the required report is consistent with a completed sale and 
not with just an offer. 

The exemption set forth in (1) above has also raised some question. It 
has been expressed that the section allows an exemption only where the 
stockholder or holder of evidence of indebtedness agrees to exchange his 
securities without any “paid solicitation” on the part of underwriters, 
dealers, or agents. On the other hand, it would seem more reasonable to 
construe the section (as some of the drafters intended) to permit paid 


* Trt. Rev. StaT., c. 121%, § 137.2 (1953). 
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solicitations of exchanges as long as the payment was to procure the under- 
taking of underwriters to purchase the securities not taken by security 
holders in the exchange. 

Aside from investment contracts and investment fund shares, the Illinois 
Act prescribes three methods of registration.*7 The first, registration by 
notification, is intended to cover securities which have been or are being 
registered currently under the Federal Securities Act, and the issuer of 
which owns or controls a property or business in continuous operation for 
at least five years, and has enjoyed a prescribed earnings record. Excluded 
are instances where underwriters are paid over 15 per cent, or receive war- 
rants, or a finder’s fee is payable by the issuer. Mechanics for this type of 
registration are specifically prescribed and are comparatively simple. 

Registration by description also covers securities registered under the 
Federal Securities Act but the prerequisites of length in business, earnings, 
lack of warrants, and lack of a finder’s fee are not present. The mechanics 
for this type of registration are somewhat more detailed than registration by 
notification but should offer little difficulty. 

The third method of registration, by qualification, was intended to 
cover other securities. It requires the submission of detailed information 
which at present, under published rules and regulations of the Secretary of 
State, is very similar to information required by the Securities and Exchange 
Commission on full registrations. There is also a 20 per cent limitation on 
compensation to underwriters. Whether this complex manner of registra- 
tion is justified for small issuers which are not being federally registered re- 
mains to be seen by experience under the new Act. 

The question can be raised whether any one of the two remaining 
methods of registration can be used if a particular one is not feasible. For 
instance, the issuer and a security may meet all the requirements of registra- 
tion by notification except that a finder’s fee is payable. Under such cir- 
cumstances there would seem to be no good reason why registration by de- 
scription could not be used. Also, if the commission payable for the sale 
of a security which is being federally registered is over 15 per cent but not 
over 20 per cent, registration by qualification could be utilized. However, 
in all such instances, the factor precluding registration by one method, de- 
pendent on its nature, may become the basis for denial of registration by 
the Secretary of State upon a finding of inequity. In at least one instance 
this multiple method of registration was used. An issuer clearly met all re- 
quirements of registration by notification but found it costly and time con- 
suming to furnish the required financial information of subsidiaries it had 
just acquired. It successfully made use of registration by description which 
has no statutory earnings standards. 

In the event an issuer has not been engaged in the same business for 
five years and has not had a net profit in each of the last three years, the 


"Id. § 137.5. 








424 ORGANIZING A BUSINESS ENTERPRISE [Vot. 1954 


general rules and regulations of the Secretary of State’s office require the 
submission of an appraisal of the issuer as specified in each case, prepared 
by a distinterested, qualified person designated by the Secretary of State.3§ 
Such an appraisal must be a dollar valuation of the assets of the issuer and 
must be prepared within 120 days prior to the date filed. Likewise, the pros- 
pectus of such an issuer must bear a prominent front page legend reading: 
“THESE ARE SPECULATIVE SECURITIES.” *° 

The Secretary of State is also empowered to require that the proceeds 
from the sale of securities be held intact in escrow with a bank or trust 
company until a designated fixed amount is received.*° This provision affords 
protection to purchasers in instances where the financing is being used for 
a specified purpose and by reason of the underwriting terms there is no 
assurance that sufficient securities will be sold to realize the amount needed 
to accomplish the specified purpose. If the amount is not realized, the escrow 
will undoubtedly provide for the return of the funds to the purchasers. 

The Secretary of State may also require an escrow if securities of the 
class being registered, or senior thereto, have been issued within five years 
for patent rights, trade-marks, or processes or for good will, promotion fees 
or expenses, or other intangibles.*1 This provision does not apply, however, 
to securities meeting the earnings test of registration by notification. The 
escrow continues until evidence of meeting such earnings test is shown or 
until the issuer is liquidated and security holders (other than those whose 
shares are escrowed) receive an amount per unit equal to the price of the 
registered securities. 

In all three registrations the Secretary of State charges a fee of 1/20th 
of 1 per cent of the aggregate price at which the amount of the securities 
registered for sale in this state are to be offered, with a minimum of $25 and 
a maximum of $300.4? In registration by description a $50 examination fee 
is also charged.** 

In all instances, whether the securities are exempt or not (except certain 
governmental securities), the Secretary of State may by written order pro- 
hibit or suspend sales or deny or revoke registrations if he finds that the 
sale or proposed sale or method of sale is fraudulent, inequitable, or would 
work or tend to work a fraud or deceit.** 

Civil #5 and criminal penalties ** are prescribed for the violation of the 
Act. The statute of limitations is three years. For the first time in Illinois 


* General Rules and Regulations, Rule 180 (1954). 
* General Rules and Regulations, Rule 424 (1954). 
“Itt. Rev. Stat., c. 121%, § 137.11 (D) (1953). 
“Id. § 137.11 (E). 

©34.°$ 15755. 

* Ibid. 

“Td. § 137.11 (B). 

* Id. § 137.13. 

“Id. § 137.14, 
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law, the 1953 Act provides that civil remedies may be foreclosed if an offer 
to repurchase securities sold in violation, made by the seller under pre- 
scribed circumstances, is not accepted by the purchaser within thirty days 
after receipt.*7 

Any statement that securities (other than a security issued by the State 
of Illinois) has been in any way endorsed or approved by the Secretary of 
State is a violation of the Act that may be the basis of criminal prosecution.** 


PROCEDURES IN PUBLIC FINANCING 


Arranging public financing has many complications and should be en- 
trusted to experienced hands. 

For the most part corporations of medium size, just considering a pro- 
gram of public financing, seek the advice of their attorneys, or bankers, in 
the first instance. Extreme care should be taken at this stage. As it is often 
said in financial circles, a deal should not be shopped, and this stigma should 
be avoided if possible. There are certain underwriting firms which may be 
suitable for one type of financing but not for others. Some are only inter- 
ested in sizeable issues. Some, for various reasons, may not be interested in 
securities of a concern in a certain industry. Some prefer small companies 
in the growth stage. Others prefer, or may insist on, firms with large earn- 
ings. There are some who will only take a firm commitment by binding 
themselves to purchase the securities whether or not they have been resold 
to the public. Othc. «ake only “best efforts deals” whereunder they agree 
to use their best efforts to sell the securities as agent of the issuer, or receive 
an option to take down the securities, within a certain period of time, but 
without further obligation insofar as success or failure is concerned. Certain 
deals may lend themselves to one type of undertaking, others to another. 
To seek the right source, in the right manner, is important from the stand- 
point of expense, time, and a minimum of problems. 

There are many variations of commitments, with varying “out clauses” 
permitting termination by the underwriter for various specified reasons 
without any further obligation on its part. Some have virtually no “outs” 
once the agreement is signed. Others permit an “out” up to the time the 
federal registration statement becomes effective, or within a day or two 
thereafter, or up to the time of the public offering, or even to the time of 
closing the financing and paying for the securities, even though the offer- 
ing has already been made. 

The conditions of “out” clauses also vary greatly, being based on eco- 
nomic situations, financial markets, world unrest, general business conditions, 
specific business conditions of the issuer, salability of the securities, or many 
other factors and combinations of them. 


“Id. § 137.13 C. 
“Id. § 137.12 E. 
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The usual public financing set-up consists of an underwriting group of 
investment banking firms (usually managed by one or two of their number) 
who are in privity of contract with the issuer by the underwriting agree- 
ment. They, in turn, form a selected dealers group of other investment 
banking firms, who are not in privity with the issuer but purchase from the 
underwriters for resale to the public. The underwriters themselves may also 
sell directly to the public. In some instances a selling group is not formed, 
the underwriters handling the entire sale themselves. 

Quite often only one underwriter will handle the sales, either through 
a selling group of selected dealers or entirely by itself. 

Compensation varies as between the underwriters and selected dealers, 
and between underwriters and the issuer. The underwriting fee is, of course, 
larger than the selling group fee, and the managing firm usually receives an 
additional fee from other underwriters for its services. The selling group 
fee, the management fee, and expenses of underwriters are paid out of the 
underwriting fee. In some cases, certain expenses of the underwriters, such 
as fees of counsel, or advertising, are paid by the issuer. 

Compensation, between underwriters and issuers, in the form of a dis- 
count, commission, or expenses, also varies greatly, and depends on many 
factors such as the type of the security (lower for debt issues, higher for 
common stock issues), the attractiveness of the security, marketability, etc., 
with a good sprinkling of ordinary horse-trading thrown in. For the most 
part 15 per cent is usually an upper limit on common stock issues, 124% per 
cent on preferred stock issues and 10 per cent on debt issues. Quite fre- 
quently, the underwriting spread is much lower. On the other hand, in a 
great number of speculative oil or uranium deals currently offered mainly in 
the East, a spread of 25 per cent is paid plus an expense allowance to the 
underwriter, which results actually in a 3314 per cent commission! 

Expenses vary for a full registration, but for an ordinary issue seem 
generally to run around $30,000. This covers the registration fee, state blue 
sky costs, federal stamp taxes, cost of certificates, printing of the registra- 
tion statement and prospectus and other papers, fees of registrars and trans- 
fer agents or of the trustee, accounting charges, and legal fees. In the larger 
issues expenses may run considerable more, in other issues somewhat less. 

If the securities are issued under an indenture, the Trust Indenture Act 
of 1939 should also be examined to ascertain whether filings need be made 
thereunder.*® The common exemption under such Act covers an indenture 
which limits the aggregate principal amount of securities at any time out- 
standing to $1,000,000 or less, except the exemption is not applied within a 
period of thirty-six consecutive months to more than $1,000,000 aggregate 
principal amount of securities of the same issuer. 


“53 Srat. 1149, (1939) 15 U.S.C. § 77aaa (1951). 
© 53 Srat. 1153 (1939) 15 U.S.C. § 77ddd (1951). 








FINANCIAL PROBLEMS OF 'THE 
BUSINESS ENTERPRISE — GETTING 
THE MONEY OUT 


BY ALFRED F. CONARD * 


OPERATIONAL CRITERIA FOR PROFIT DISTRIBUTION 


IN GETTING MONEY OUT of a business, two objectives must be 
balanced. One is the need for the money in the business. The other is the 
owner’s need to spend it. 

On these considerations, a lawyer has no monopoly of knowledge. On 
the personal needs of the owner, he generally has no knowledge at all. On 
the needs of the business, he is no more an authority than the production 
manager, the accountant, or the banker. His comments will be more in the 
nature of questions and suggestions than of positive admonitions. 

The lawyer’s lack of specialization does not excuse him from thinking 
and advising about business needs. He cannot ignore them, because they 
are so closely wrapped up in the legal questions of available surplus, exces- 
sive accumulation, and prudent management. Besides, he may often be the 
best adviser on these topics whom the owner is likely to consult. Many 
business owners have achieved their positions through excellence in produc- 
tion technique, through successful salesmanship, through happy personnel 
relationships, or through a judicious choice of ancestors. None of these back- 
grounds assures an acute understanding of financial problems. So the duty 
falls on the lawyer either to advise—drawing on his experience with many 
companies—or to point out when the time has come to speak with a 
banker, an independent accountant, an appraiser, or other specialized con- 
sultant. 

The business reasons for retaining capital are numerous. Best known 
are those familiar requirements of a sound business, solvency and liquidity. 
The basic picture is presented by accounting statements. But there are many 
secrets which may lie behind a financial statement, especially if prepared 
by a bookkeeper without an independent audit. Obligations which appear 
to be due far in the future may have acceleration clauses which can turn 
them overnight into “current” liabilities; a lawyer should be alert to this 


* ALFRED F. CONARD. A.B. 1932, Grinnell College; LL.B. 1936, Uni- 
versity of Pennsylvania; LL.M. 1939, J.S.D. 1942, Columbia University; 
general practice, 1936-1938; professor of law, University of Illinois 
(1946-1954); editor of Cases on Agency and Employment Relations 
(Foundation Press, 1950); presently professor of law, University of 
Michigan. 
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possibility. There are other liabilities which may be imminent although they 
do not show at all on the balance sheet: duties to pay damages on tort and 
warranty claims; tax deficiencies; renegotiation of government contracts; 
and in public utilities, claims for rate refunds. These possibilities can be 
judged only by the lawyer who has studied the company’s affairs. 

Assets may hold as many surprises as liabilities. Receivables may be un- 
collectible; business real estate, acquired at great cost, may lack re-sale value; 
trademarks and patents may prove invalid; patents and good will may lose 
the power to produce income even though they retain legal validity. And 
there is always the dark future, which may hold inflation, deflation, mobiliza- 
tion, or demobilization—each of which has its way of working woe. 

Beyond these rather obvious perils of disaster, are the more subtle 
dangers which we may call, for contrast, the perils of opportunity. It is 
not enough for a business to avoid going down; it must have the means of 
going up. It must be able to expand and develop as new fields develop, and 
as old fields widen. 

Book profits today are often illusory. If a company has doubled its 
capital in the past twenty years, it may be no bigger physically than when 
it started; commodities and buildings cost twice as much today. If it has 
only doubled, it has probably failed to keep up with technological evolu- 
tion. A radio store of 1934 needs to be a television store in 1954, with a sub- 
stantially larger investment per unit of stock.? Counters and decoration 
which were satisfactory in 1934, and cost double today, are not enough to 
attract today’s traffic. If a company is to handle today’s business, it must 
have made and retained profits far beyond the mere equivalents of inflation.* 

There is another feature. The population has increased by about 27 per 


*The wholesale price index for commodities other than food and farm products, 
compared with the 1947-49 average was 50.2 in 1932, and 113.2 in 1952 (1954 figures 
not yet available). THE CoNFERENCE Boarp, Economic ALMANAC FOR 1953-54, 93. 

Of course, if the business keeps its books on the customary cost basis, they will 
not reflect today’s higher prices as to assets which have been employed since 1932. But if 
the owners have bought new facilities since 1946, financial statements will show these at 
post-war values. 

For a brilliant analysis of the “fictitious” character of business accounts in an in- 
flationary economy, see Stupy Group on Business INCOME, CHANGING CONCEPTS OF 
Business INCOME 73-83 (1952). 

*In 1939, retail radio sales totaled 355 million dollars. In 1952, combined radio and 
television sales were 1814 million dollars. The number of units sold was about the same 
but the average unit price for both radio and television sets was $190 in 1952 against 
an average price of $35 for radios in 1939. 

Other appliances were also increasing in price more than the change in the general 
price level. The average price per electric fan went from about $8 to about $30; for 
electric irons, from about $3 to about $16. Calculated from data in Economic ALMa- 
NAC FOR 1953-54, 182. 

* This follows from the changes in unit commodity value, but is corroborated by 
other trends. The total number of retail stores changed less than half a per cent from 
1939 to 1948, but aggregate inventories multiplied by three. Economic ALMANAC 
1953-54, 176-177. 
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cent since 1934, and nearly every city has participated in the growth.‘ In 
many centers it has gone up far more.5 The company which wants the same 
percentage of business as it had in 1934 must increase its capital by an amount 
required by inflation, plus an amount required by technology, plus an 
amount required by population increase.® 

Happily, losses also may be illusory, although this phenomenon is not 
so frequent. A newspaper may “lose money” for years, while it builds its 
circulation and advertising to the break-even point. After that, it can make 
money, and should forget its “losses.” * Its apparent losses are more like in- 
vestments in good will, although no system of accounting would sanction 
such a presentation of them. 

All these factors are matters for a lawyer to think on before he advises 
that the company has money to pay out.® But let us not dwell on them, at 
the risk of aggravating lawyers’ reputation for negativism. There are also 
business reasons for paying out money. If the business does not need the 
funds, they should not be left to be administered by men who have been 
chosen for other talents, and to suffer double taxation on the profits reaped 
from them. Excess funds decrease the managers’ urge for economy, and 
tempt them to think of unproductive expenditures.® 


LEGAL CRITERIA 


When the operational criteria of profit distribution have been deter- 
mined, the lawyer has only begun his work of estimating the best course 
for the corporation. In today’s world, tax considerations are most likely to 
make him re-draw his design. If money is to be paid out, ways will be sought 
of paying in such a way that only one tax, instead of two, intervene be- 
tween the enterprise’s receipt of income, and the owners’ enjoyment of 
expenditure. Distribution may be simply postponed, in the belief that future 
taxes will be lower. Realization may be sought by the lower-taxed capital 


‘This figure is based on the rise from 1933 to 1953, the latest available year. 
Economic ALMANAC, 1953-54, 1. 

° The respective gains of various metropolitan centers from 1940 to 1950 are pre- 
sented in the Economic ALMANAC FoR 1953-54, pages 6-7. Of local interest are Chicago 
(13.9%), St. Louis (17.4%), Peoria (18.3%), and Davenport-Rock Island-Moline 
(18.3%). 

*For news stories indicating the importance of being among industry leaders, see 
Harris, Chrysler Takes the Bumps, Fortune Magazine, April, 1954, p. 127; Business 
WEEK, July 31, 1954, p. 29 (mergers in steel, trucks, automobiles, railroads), p. 58 (textile 
mergers). 

"See BALLANTINE, CorporaTIONs 580 (2d ed. 1946), giving an example of a corpora- 
tion which has suffered a loss of an asset which had no relation to the productivity of 
its other assets. 

®For a comprehensive discussion of factors which should influence directors’ de- 
cision on dividends, see 1 DewiNc, FINANCIAL Poticy oF Corporations 743-807 (5th ed. 
1953). 

*See comments of DewIN, supra note 8 at 755. 
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gains route, instead of by the higher-taxed route of dividend or salary in- 
come. Realization by the taxpayer may be foregone entirely, leaving the 
gains to augment an estate for the benefit of descendants or of favorite 
charities. When income is left in the business, thought must be given to the 
rights of other shareholders, who do not occupy the high tax brackets of 
the client, and who are justifiably opposed to his devices for avoidance of 
income. 

There are also, unfortunately, problems connected with the lack of in- 
come, and the current figures on business failures remind us that many 
businesses are encountering those problems today.!° Enterprises embarrassed 
by poverty need lawyers at least as badly as enterprises embarrassed by 
riches, even though the lawyers’ rewards may be less munificent. 

For the corporation which has sustained losses, the problem of getting 
money out centers first on the legal requirements for maintenance of capital. 
When the concern moves from embarrassment to distress, the lawyer’s eye 
properly turns to the rules about maintaining solvency. 

With legalistic perversity, we will begin our examination of legal criteria 
with the least tasteful—the rules on maintenance of solvency. We will dis- 
cuss last—for those readers who are still with us—the minimizing of taxes 
on profits. 


THE DUTY TO MAINTAIN SOLVENCY 


Individual Proprietors 


An individual proprietor of a business enterprise would doubtless be 
wise to segregate his business funds from his personal resources, and to main- 
tain the former at a sufficiently high level to assure the solvency of the 
enterprise. But the law makes no such requirement, directly or indirectly. 
The proprietor’s assets are equally available to his creditors in either fund, 
and he may move them from one fund to another at his pleasure. 

This privilege leads to another which is a little more startling. He may 
spend the funds—as far as legal sanctions are concerned—on wine, women, 
or dog races. The p’s and q’s which must be watched are rather minor. He 
should keep a complete record of his follies; otherwise, his failure to “keep 
books” may result in the denial of a discharge in backruptcy." Furthermore, 


Tn each of the first six months of 1954, business failures reached the highest rate 
since 1942. However, the failure rates were lower than in the corresponding months from 
1921 to 1942, inclusive, including the months of the “booming twenties.” Dun’s Sratisti- 
cAL Review, June, 1954, p. 11; /d., Aug. 1954, p. 11. 

4 Bankruptcy Act § 14(c) (2), 11 U.S.C. § 32(c) (2) (1952); Klein v. Morris Plan 
Industrial Bank, 132 F.2d 809 (2d Cir. 1949) (bankrupt entered totals of gambling 
losses, but no names of bookmakers, from whom losses might have been recovered 
under state law). See also Bankruptcy Act § 14(c)(7), 11 U.S.C. § 32(c)(7) (1952)— 
discharge barred by failure to “explain satisfactorily any losses of assets or deficiency of 
assets to meet his liabilities.” 
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an unfriendly referee may draw the conclusion that his confessions of pro- 
fligacy are mere cover-ups for concealment of funds. If this conclusion is 
accepted by the court of bankruptcy, the profligate may not only lose his 
discharge,!* but may also find himself in jail charged with contempt of a 
“turnover” order.'* Getting out again is quite a trick, owing to certain 
technicalities about res judicata. 

If the proprietor’s weakness is women, another caution should be added. 
He may spend the money, or transfer it for a fair consideration,!® but he 
must not “give” it, which might effect a “fraudulent conveyance.” 1° The 
distinction between spending money on a woman, and making gifts to her, 
must be elusive under some circumstances, but can usually be made by dis- 
tinguishing between the things like food and drink, on the one hand, and 
quarter-sections on the other.!7 

If the debtor does make gifts while he is insolvent, or when his debts 
are beyond his probable ability to pay, the gifts are voidable by his credi- 
tors.18 If he goes into bankruptcy, he will have lost his right to a discharge,!® 
and his trustee in bankruptcy will normally pursue the assets.2° Although the 
Illinois fraudulent conveyance act denounces only transfers with “intent” to 
disturb, delay, hinder, or defraud creditors, courts have long since agreed 
to “presume” intent when the debtor was “heavily indebted” at the time of 
the gift.?? “A man must be just before he may be generous.” 

The elements of a fraudulent conveyance have been made more explicit 
in several states by the adoption of the Uniform Fraudulent Conveyance 


* Bankruptcy Act § 14(c) (4), 11 U.S.C. 32(c) (4) (1952). 

*® In re Luma Camera Service, Inc., 157 F.2d 951 (2d Cir. 1946); reversed sub nom. 
Maggio v. Zeitz, 333 U.S. 56, 68 Sup. Ct. 401 (1948). 

™ Maggio v. Zeitz, supra note 13. 

* Robertson v. Schlotzhauer, 243 Fed. 324 (7th Cir. 1917) (transfer by insolvent 
merchant to bride in consideration of marriage held not voidable in suit by trustee; the 
bride, of course, was “innocent”). See also In re Gurney, 71 F.2d 144 (2d Cir. 1934) 
(semble, that payment by insolvent to wife for household expenses would have been 
proper if in reasonable amount, but $3800 was excessive; discharge denied). 

*In re Wilfert, 19 F. Supp. 307 (D.C.N.Y., 1937) (bankrupt traded in his car on 
purchase of another car by wife; discharge denied); /n re Gurney, supra note 15. 

"See In re Gurney, supra note 15, where bona fide household expense would ap- 
parently have been unexceptionable, but use of part to pay off mortgage and pay in- 
surance premiums showed fraudulent intent. 

* Reisch v. Bowie, 367 Ill. 126, 10 N.E.2d 663 (1937). 

” Providing the fraudulent conveyance was made within twelve months before 
bankruptcy, and that the discharge is opposed by the trustee, a creditor, or the United 
States attorney for the district. Bankruptcy Act § 14(b), (c) (4), 11 U.S.C. § 32(b), (c) 
(4) (1952). 

2° Bankruptcy Act §§ 70(e), 47(a) (1), 11 U.S.C. §§ 110(e), 75(a) (1) (1952). 

ILL. Rev. Stat., c. 59, § 4 (1953). 

* Reisch v. Bowie, 367 Ill. 126, 132, 10 N.E.2d 663 (1937); in this case, it appeared 
that the debtor was actually insolvent in the balance-sheet sense, but the court as in 
many prior cases expressed the “heavily indebted” rule. Compare National City Bank v. 
Cowdin, 343 Ill. 430, 175 N.E. 411 (1931), where a gift was found valid because the 
donor was “reasonably solvent” at the time of the transfer. 
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Act. This law dispenses with the fictitious “presumption” of intent by pro- 
viding that certain conveyances are “fraudulent as to creditors without re- 
gard to [the transferor’s] actual intent.” 24 Another section requires merely 
the intent, on the part of the transferor, to “incur debts beyond his ability 
to pay as they mature.” 5 

The Uniform Fraudulent Conveyance Act has broad significance for 
Illinois lawyers, although it has not been adopted in this state. It is in effect 
in twenty other states, including the nation’s three most populous—New 
York, California, and Pennsylvania—, and two near neighbors—Michigan 
and Wisconsin.2° What is more important, the provisions of the fraudulent 
conveyance act have been incorporated in the Bankruptcy Act.27 Conse- 
quently, if an over-generous IIlinoisan falls into bankruptcy, his trustee may 
avoid gifts which are invalid under either the Illinois statute, or the Uniform 
provisions, as incorporated in the Bankruptcy Act. Under the latter, gifts 
may be attacked only if they took place within a year prior to bankruptcy;78 
but the year starts to run only when the gift emerges from concealment.”® 
If the year has run, the trustee may still attack under the provisions of the 
Illinois fraudulent conveyance statute, until “laches” have barred pursuit. 
In one Illinois case, a conveyance made in 1904 was avoided by a suit com- 
menced in 1920, and terminated on appeal in 1926.° 

Obviously, a businessman worthy of respect will have no occasion to 
explore the limits of legality in extracting money from his business. The im- 
portant thing to note is that sound business practice is, in this context, more 
than adequate to satisfy legal standards. 


Partnerships 


Although a partnership is said to be no “entity,” *! its property is con- 
sidered a separate fund from the personal resources of the partners. This 
separateness was recognized by Illinois courts in insolvency cases nearly a 


> UNIFORM FRAUDULENT CoNVEYANCE Act, 9A Uni. Laws ANN. 42 et seq. (1951); 
approved by the National Conference of Commissioners on Uniform State Laws in 
1918. Hereafter cited as UFCA. 

* UFCA § 4, as to conveyances by an insolvent or which render a person insolvent; 
Id. § 5, as to a person who “is engaged or is about to engage in a business or transaction 
for which the property remaining in his hands after the conveyance is an unreasonably 
small capital.” 

> UFCA § 6. 

7°94 Unir. Laws ANN. 42 (1951). 

** Bankruptcy Act § 67(d), 11 U.S.C. § 107(d) (1952). 

* Id. at § 67(d), 11 U.S.C. § 107(d) (2). 

* Id. at § 67(d) (5), 11 U.S.C. § 107(d) (5). 

* Blount v. Chicago Railway Equipment Co., 242 Ill. App. 69 (1st Dist. 1926). 

"Lewis v. West Side Trust & Savings Bank, 377 Ill. 384, 36 N.E.2d 573 (1941) 
(judgment entered against partnership name vacated). See Lehman v. Napier, 101 F. 
Supp. 313 (D.C. Iowa, 1951) (contrasting Iowa and Illinois law on procedure against 
partnerships). 
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century ago,®* and is now confirmed for many purposes by the Uniform 
Partnership Act,** in force in Illinois and thirty-one other states.?4 

Recognition of the separate fund leads quite naturally to the view that 
a withdrawal of funds by a partner from a financially embarrassed partner- 
ship is a fraudulent conveyance. This principle was early recognized in 
Illinois,** and is expressly incorporated in the Uniform Fraudulent Con- 
veyance Act *° and in the Bankruptcy Act.*7 A distribution of property by 
an insolvent Illinois partnership, is, therefore, invalid under state law and, 
if bankruptcy ensues, under federal law as well. 


Corporations 


Corporations as well as individuals are subject to the fraudulent con- 
veyance laws.** In Massachusetts, the Uniform Fraudulent Conveyance Act 
has been applied to a corporate dividend.3® But in most states, corporations 
are also subject to a much more stringent standard of maintaining their in- 
vested capital, in addition to assets required to pay debts. Legal attacks on 
taking money out of corporations are generally made under the provisions 
on investment maintenance, rather than under the fraudulent conveyance 
acts. 


THE DUTY TO PRESERVE THE INVESTMENT IN A 
CORPORATION 


A nearly universal principle requires corporations to retain their 
“capital” in the business, and forbids their using it as a source of distribution 
to shareholders, except as a result of formal “dissolution.” The purpose is, 
undoubtedly, to force enterprises to maintain their corporate health, for the 
benefit of both investors and creditors.*° 

The rules on investment maintenance have grown a long way from their 
purpose. The amount of assets which must be retained is measured by a con- 
fusing variety of formulas, and the value of assets must be assessed accord- 
ing to the divergent and sometimes surprising ideas of various judges. Any 


* Keith v. Fink, 47 Ill. 272 (1868) (assignment of firm property to pay separate 
debts); Swan v. Gilbert, 175 Ill. 204, 51 N.E. 604 (1898) (involving executions on 
partnership and individual judgments). 

*° UnirorM Partnersuip Act §§ 25, 40; Inv. Rev. Srat., c. 106%, §§ 25, 40 (1953). 

“7 Unir. Laws. ANN. 6 (1953 Supp.). This list includes New York, California, 
Pennsylvania, and all states which border Illinois except Kentucky and Iowa. 

* Reynolds v. Radke, 112 Ill. App. 575 (2d Dist. 1903); Matter of Landfield, 80 Ill. 
App. 417 (1st Dist. 1898). 

*° UFCA § 8, 9A Unir. Laws Any. 121 (1951). 

* Bankruptcy Act § 67(d) (4), 11 U.S.C. § 107(d) (4) (1952). 

* Pierce v. United States, 255 U.S. 398, 41 Sup. Cr. 365 (1921) (distribution of 
assets by corporation when under indictment, making it unable to pay fines later im- 
posed). 

* Powers v. Heggie, 268 Mass. 233, 167 N.E. 314 (1929). 
“ Keni, Corporate Divipenps 14-21 (1941). 
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resemblance between the legal rules and sound precepts of business practice 
is largely coincidental. The law of investment maintenance has become an 
art of escaping the letter of the law in order to fulfill its purpose. 

The principle of investment maintenance made an early appearance as 
a rule against paying out, or dividing, the “capital.” #1 “Capital” apparently 
meant the amount originally invested in the company, whether more or less 
than the aggregate par values of the shares.” 

Modern statutes eliminate ambiguity about what is “capital” by sub- 
stituting and defining the term, or a modified form of it, such as “stated 
capital.” For a company with only par value shares, “stated capital” is the 
aggregate of par values of issued shares.*? If shares have no par values, it is 
the amount which directors in their untrammeled discretion wish to desig- 
nate as stated capital.** If the shares do have par values, they may under to- 
day’s market customs be sold at a price which is several times par. With 
either type of shares, stated capital is just as much or little as the directors 
desire it to be. The rest of the money taken in for the shares is “surplus” of 
one kind or another.*® The result of these arrangements is virtually un- 
limited freedom in dividend policy. 

By the simple expedient of turning sale proceeds into surplus, Delaware 
companies may, if they wish, pay out most of the shareholders’ investment 
in dividends without even telling them that they are getting their own money 
back.** This perversion of par reaches its nadir when applied to preferred 
shares, which are usually promised a “priority” in liquidation over the 
common shares. Liquidation priority is usually at or above the offering price 
of the share. A preferred share originally offered at around a hundred 
dollars will have a “liquidation priority” such as 100, 102, or 105. But it may 
have a par value of only one dollar.*7 If so, the company may merrily pay 


“ The prototype of most American dividend statutes is the New York Act of 1825, 
c. 325, § 2, which provided that directors should not “make dividends, excepting from 
surplus profits arising from the business of such corporations, nor divide, withdraw, or 
in any way pay to the stockholders .. . any part of the capital stock .. .” KEHL, supra 
note 40 at p. 11. 

The Illinois Act of 1872 forbade payment of dividends “which would diminish the 
amount of [the company’s] capital stock.” Act of April 18, 1872, Ill. Laws 1871-72, p. 296, 
§ 19. 

“ KenL, supra note 40 at p. 46. The Illinois statutes of 1872 and 1919 failed to de- 
fine “capital.” 

* Tut. Rev. Srat., c. 32, § 159.2(k) (1953); GENERAL CorPorATION Law or DELAWARE 
§ 154, 8 Dex. Cope § 154 (1953). The Illinois act uses the term “stated capital,” the 
Delaware Act, simply “capital.” 

The General Corporation Law of Delaware will be cited as “Det. Gen. Corp. L.” 

“ Ibid. 

“Try. Rev. Srat., c. 32, § 157.2(1) (1953), designating excess as “paid-in surplus”; 
Dev. Gen. Corp. L. § 154, designating excess as “surplus.” 

“Dev. Gen. Corp. L. § 170 (1953). 

*' See Bailey v. Tubize Rayon Corp., 56 F. Supp. 418 (D.C. Del. 1944), in which 
the Class A stock had a dividend priority of $7, a liquidation priority of $100, and a 
par value of $1.00. 
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out as dividends on preferred and common the ninety-nine dollars of surplus 
paid in by each preferred shareholder. When the company finally dissolves, 
the preferred’s liquidation priority has already been dispersed—quite legally 
—among the junior investors.*® 

The Delaware investor may seek protection from these manipulations 
by demanding shares with high par values. These values protect him against 
dispersion of the corporation’s assets so long as they remain unchanged. But 
a bare majority may reduce the par value of common shares through a 
charter amendment,* creating a “surplus” which is as freely distributable as 
if it had arisen on the original formation of the corporation.™® 

The Delaware privilege of repaying an investor’s contribution, without 
telling him that he is not receiving profits, is a peculiar form of cruelty. It 
permits the shareholder to live for a while in a fool’s paradise, and for this 
reason alone would not appeal to any conscientious corporation executive. 
What is worse, it misleads the shareholder to pay taxes on what he supposes 
is income, but which, because it is a return of capital, is not properly tax- 
able.5 


Paid-In Surplus (Illinois Corporations) 


In Illinois corporations, the dispersion of the ‘shareholders’ original in- 
vestment requires more circumspection. If the corporation issues shares 
without par value, the amount of consideration which is allocated to “stated 
capital” may be as tiny as the directors choose.®? If the shares have par value, 
that value, and the resulting stated capital, may be a small fraction of the 
actual price.®* But the rest does not, as in Delaware, become unrestricted sur- 
plus. In Illinois, it becomes paid-in surplus.°* Payments against this fund 
cannot be made for common stock dividends, but only for preferred. 

This rule does not assure that the shareholders’ investment will be con- 
stantly maintained. If the corporation loses money by operations or other- 
wise (as most corporations will in their early years) the paid-in surplus may 
be written off to the extent of the losses.®* In later years, when money is 


“Cf. Keni, Corporate Divivenps 70-71 (1941). Kehl thinks dividends in such 
extreme cases should be enjoined, but cites no authority to indicate that they will be. 

*Der. Gen. Corp. L. § 242. If the stock is divided into classes, the amendment 
must be approved by a majority of each affected class. /bid. Capital may also be re- 
duced without a charter amendment by majority vote under section 244 of the same 
statute. 

© Dev. Gen. Corp. L. § 170. 

Int. Rev. Cope §§ 301(c), 316(a). See F. W. Herring, 21 B.T.A. 1235 (1931); ef. 
Mayer v. C.LR., 154 F.2d 55 (3d Cir. 1946). 

Iu. Rev. Srat., c. 32, § 157.19 (1953). 

°3 Tbid. 

* Id. § 157.2(1). 

* Id. § 157.41(b). 

°° Id. § 157.60a. 
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earned, it may be paid out on common shares without replenishing the 
paid-in surplus.57 

Furthermore, the paid-in surplus may be depleted by dividend payments 
on preferred shares.5® If it is written off as used, later profits are available 
for dividends on any class of stock. The significance of this privilege is en- 
hanced by the absence of any rule about the number of shares of common 
which must overlie the preferred. A company might have $100,000 paid 
in on preferred shares (both capital and surplus) with only $100 on common. 
If $99,000 of the preferred proceeds, and $99 of the common had been al- 
located to paid-in surplus, the shareholders’ contribution to corporate assets 
can be dispersed as preferred dividends until only $1001 are left. Meanwhile, 
in years when profits were earned, common dividends may have been paid 
out as well as preferred. It is quite irrelevant that preferred shares have a 
charter priority of $105 a share in liquidation. In the myopic eye of the law, 
the corporation is not being liquidated. 

It seems evident that a prudent investor in preferred shares of Illinois 
corporations would look for a company which had established a relatively 
high stated capital for both its preferred and its common shares. Dispersion 
of the nest egg will then go somewhat slower. If the stated capital consists of 
aggregate par values, it cannot be reduced without votes of a two-thirds 
majority of all shares, and of each class whose par is reduced.5® Reduction 
is a little easier in no-par shares, for which a simple majority, without a class 
vote, is sufficient,®® but the stated capital cannot be reduced below the 
liquidation values of the preferred shares.*! 

If, however, the two-thirds vote can be obtained, the preferred share- 
holder’s protection becomes illusory. For the same vote can also amend the 
liquidation priorities, thereby permitting reduction of capital to the newly 
reduced level (if any) of the liquidation priorities. 


Protective Devices 


Summarizing the effects of the various charms and potions which 
corporation law provides, we may say that a general creditor or a minor 
shareholder has no substantial assurance that the corporation’s assets will be 
kept at any particular level. He may obtain some such assurance by owning 
one third of the shares of some or all classes in an Illinois corporation, or by 


1 Trt. Bus. Corp. Act. ANN. 268 (2d ed., 1947). 

8 Iii. Rev. Srat., c. 32, § 157.41(b), (c) (1953). 

°° Id. §§ 157.52(e), 157.53. 

© Id. § 157.59. 

* Id. § 157.60. 

® Id. § 157.42(g). See Western Foundry Co. v. Wicker, 403 III. 260, 85 N.E. 2d 722 
(1949); Kreicker v. Naylor Pipe Co., 374 Ill. 364, 29 N.E.2d 502 (1940); Becht, Changes 
in Interests of Classes of Stockholders by Corporate Charter Amendments Reducing 
Capital, and Altering Redemption, Liquidation and Sinking Fund Priorities, 36 CoRNELL 
L.Q. 1 (1950). 
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owning a majority of them in a Delaware corporation. Since working con- 
trol of a corporation can often be obtained with smaller proportions than 
these, it appears that the best advice to anyone who seeks protection against 
dispersion of assets is to obtain enough shares, or enough influence, to elect 
a majority of the directors. If he cannot do this, he should rely on asset pro- 
tection only to the extent that he trusts the management. 

Many preferred shares have been accompanied by charter or contract 
provisions requiring maintenance of a certain amount of capital, plus the 
building up of a sinking fund, and similar provisions. Recent history has 
shown that such provisions can be, and probably will be, amended when 
they prove a substantial obstacle to the purposes of management.** 

Bond indentures and bank loan contracts have also contained provisions 
against capital dispersion.®* These are not subject to change by amendment 
in the ordinary sense. They can be effectively attacked only in a formal re- 
organization under such legislation as the Bankruptcy Act, the Public 
Utility Holding Company Act, or the Railroad Modification Act. 

In the heyday of the “absolute priority” rule, creditors’ protective 
clauses seemed nearly invulnerable. True, the creditor might come out of 
the reorganization holding stock instead of bonds.®* One of the interesting 
transformations was a man who had been maimed by rolling stock of the 
Rock Island railroad, and who emerged from the reorganization a preferred 
shareholder.®* But the rule was said to be that when the creditor lost the 
priority of his credit position, he must be compensated by a proportionately 
larger allotment of equity securities.°* Today, as judges give great weight 
to the bleak immediate prospects of preferred shareholders, and the bright 
though distant hopes of common shareholders,” the significance of the 
“absolute priority” rule is clouded. 


Current Earnings 


If a business enterprise makes money, it would seem logical to most 
proprietors to distribute the money, at least after setting aside that portion 


See Becht, supra note 62. 

“For an example of a bondholders’ action to enjoin dividends, based on an in- 
denture clause, see Hoyt v. du Pont de Nemours, 88 N.J. Eq. 196, 102 Atl. 666 (1917). 

* For a comparative treatment of investors’ rights under the three acts, see Bilyou, 
Priority Rights of Preferred and Common Shares in Bankruptcy Reorganization, 65 
Harv. L. Rev. 93 (1951). 

* Consolidated Rock Products Co. v. Dubois, 312 U.S. 510, 61 Sup. Ct. 675 (1941). 

* Phipps v. Chicago, R. I. & P. Ry. Co., 284 Fed. 945 (8th Cir. 1922). 

See Consolidated Rock Products Co. v. Dubois, supra note 66; Group of In- 
stitutional Investors v. Chicago, M. & St. P. R. Co., 318 U.S. 523, 63 Sup. Ct. 727 (1943). 
Although the rule was expressed in a number of cases, the author has yet to discover an 
instance of clearly identified compensation for loss of seniority. 

® See Otis & Co. v. SEC, 323 US. 624, 65 Sup. Ct. 483 (1945); Dodd, Dissolution 
Preferences and PUHCA Simplifications—the Otis Case, 58 Harv. L. Rev. 604 (1945); 
Hand and Cummings, Funding Arrearages under Section 20b of the Interstate Commerce 
Act, 65 Harv. L. Rev. 398 (1952). 
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of the apparent profits which are merely illusory. But if “capital” has been 
impaired by past losses, the distribution of profits is forbidden, according 
to the rules of most American states. The capital must be reconstituted, 
whether it is needed or not. 

To many observers, this rule appears as a dry legalism. An economist 
acquaintance has said that the English courts believe the object of business 
to be the production of profits,71 while American judges think it is the 
maintenance of capital. Not all Americans have thought so, and a number 
of state statutes now permit distribution by express provisions for paying 
out profits made in the year distributed, or the preceding year.’? Distribu- 
tions under this privilege have been called “nimble dividends” ** because 
they are valid if they jump nimbly from the treasury when they have been 
earned, but are lost if they lie around for an extra year. 

Illinois ostensibly bars the way to nimble dividends by making no pro- 
vision for them, and limiting dividends to the excess over stated capital.”* 
But the same effect may be achieved in Illinois, if proper provisions have 
been made in advance. The main requirement is that the “stated capital” 
should be a very small part of the consideration received for shares, the 
rest going into “paid-in surplus.” * On this foundation, dividends may be 
paid, despite an impaired original investment, by either of two methods. 

To follow one method, the corporation stock should be made up largely 
of preferred shares, with a merely nominal overlay of common. The pre- 
ferred may be held by the same persons who hold the common. Since paid-in 
surplus is payable on preferred shares,** dividends can be paid out on the 
preferred shares without regard to prior losses. The common shares, how- 
ever, cannot receive dividends by this route, and preferred shareholders 
must be informed that paid-in surplus is the source of their income.” 

The effect may also be achieved under a one-class stock plan, assuming 
still that the corporation has a large paid-in surplus. In years when the 
corporation loses money, the loss should be promptly charged off against 
paid-in surplus, reducing that item.7* When fortune’s wheel turns, and 


* BALLANTINE, CorPORATIONS 580 (rev. ed. 1946). See Goodnow v. American 
Writing Paper Co., 73 N.J. Eq. 692, 69 Atl. 1014 (1908). 

™ See Verner v. General & Commercial Investment Trust, [1894] 2 Ch. 239 (U.K. 
Court of Appeal), holding current earnings of an investment company might be dis- 
tributed without making up losses on bad investments. Despite the name, the concern 
is treated by the court as subject to the same rules as other corporations. 

? Dev. Gen. Corp. L. § 170 (1953); Catir. Gen. Corp. L. § 1500. 

* Dopp AND BAKER, CASES ON CorporATIONS 1157 (2d ed. 1951). 

“ILL. Rev. Srat., c. 32, § 157.41(a) (1953). 

® Id. § 157.2(k), (1); see discussion azte, p. 434. 

© Id. § 157.41(b). 

" Ibid. 

8 Id. § 157.60a. This action must be approved by the board of directors, but share- 
holders need not approve or even be notified. 
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money is again earned, the earnings automatically create an excess over the 
now reduced paid-in surplus, and the earnings can be used for dividends 
either then or later, until new losses wipe out the excess. Since astute mana- 
gers can usually arrange to concentrate losses in certain years, and profits in 
others, it is possible with complete legality to pay occasional dividends even 
though the corporation’s assets have dwindled. 

Of course the payment of dividends under such circumstances would be 
a reprehensible business practice in many cases, and should not be done. But 
it may be economically quite sound in an enterprise whose life consists in an 
early build-up of values followed by a number of years of consuming the 
values created. A corporation formed to subdivide a residential area, or to 
produce a stage play, would fall in this category, and its directors should 
feel no compunction in using the peculiar formulas which the form of the 
statute compels. 


Depletion of Capital 


The nimble dividend privilege is designed to permit corporations, in 
years when gains exceed losses, to pay out the excess. Some corporations, to 
accommodate their operational objectives, need the privilege of systemati- 
cally paying out their gross gain without regard to loss. Classic examples are 
a company formed to operate a particular coal mine, or to license a par- 
ticular patent. For convenience, let us assume that the mine or the patent 
has a life of seventeen years; during those years, income will exceed operat- 
ing expenses by an amount equal to thirteen per cent of the original invest- 
ment; after that, there will be nothing. 

By “straight-line” calculation, the capital must be written off at the 
rate of six per cent a year. Under laws which require investment mainte- 
nance, seven per cent can be lawfully distributed as dividends, but the six per 
cent must be left in.7° By this system, the company will at the end of seven- 
teen years own a cash fund equal to the original investment. But the com- 
pany has at no time needed the cash. Human nature being what it is, the 
managers will probably have used it to overpay themselves, or to invest un- 
wisely in other mines which are no part of the shareholders’ objectives. 

The laws of Delaware and a few other states now permit the disregard 
of depletion in such cases.8° The whole thirteen per cent per year can be 
paid out, regardless of capital diminution. 

Illinois corporations also have a means of handling the wasting asset 
situation, which requires more careful attention to detail both in advance 
planning, and in execution. The advance plan consists of the familiar device 
of a low stated capital, with a high paid-in surplus. The execution consists 
of a recommendation by the board of directors, notice to the shareholders, 


® Wittenberg v. Federal Mining & Smelting Co., 15 Del. Ch. 147, 133 Atl. 48 (1948) 
(applying a Delaware statute which has since been repealed). 
® Dev. Gen. Corp. L. § 170(b); Catir. Gen. Corp. L. § 1500. 
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approval by a two-thirds vote of each share class, and notice to recipients 
that they are receiving a liquidating dividend.*! Furthermore, the payments 
must not diminish remaining assets below the liquidation priorities of pre- 
ferred shares.®* Perhaps it would be easier to reorganize under Delaware 
law. 

Illinois offers another method which is a little less circumscribed, and 
a little more circuitous. If the corporation is capitalized principally with 
preferred shares, largely represented by paid-in surplus, the current earnings 
may be paid out on the preferred shares without a shareholder vote. The 
source of payment must be disclosed (although it is not in this instance 
called a liquidating dividend), but the liquidation priorities of preferred 
shares do not have to be protected.** 


Valuation of Assets 


In preceding paragraphs, we have spoken, in the trade lingo, of paying 
the dividends “out of” capital or surplus. Strictly speaking, such payment 
is impossible. Capital and surplus are measures of claims of ownership, and 
dividends cannot be paid with measures. Dividends are paid out of assets— 
usually in cash, but sometimes in shares of subsidiaries,** or in patents.** 
When we speak of payment “out of” capital or surplus, we mean payment 
out of assets against which the claims of capital and surplus may be made.** 
Hence, when we determine that there is “available surplus,” we must first 
determine that there are assets. 

The most available sources of information about the state of the 
corporation’s assets are the financial statements. Under many statutes, di- 
rectors are specifically privileged to rely on them “in good faith,” when 
passing on dividend questions.§* The extent of protection given by these 
statutes remains to be seen.8§ Where for any reason the statute is not applica- 
ble, the common law will apparently require a director to inquire into items 
on the balance sheet, and determine the validity of the asset entries which 
it contains. ®® 


Tuy. Rev. Stat., c. 32, § 157.41a (1953). 

Id. § 157.41a(f). 

* Id. § 157.41(b). 

* Equitable Life Assurance Society v. Union Pacific R. Co., 212 N.Y. 360, 106 N.E. 
92 (1914) (dividend partly in cash and partly in shares of stock in Baltimore & Ohio). 

* See Stearns Magnetic Mfg. Co., v. Commissioner, 208 F.2d 849 (7th Cir. 1954). 

* See the lucid explanation in Kent, Corporate Divipenps 27-29 (1941). 

Trt. Rev. Srat., c. 32, § 157.42 (1953). Dex. Gen. Corp. L. § 141(f), protects the 
director not only in the exercise of his statutory duties, but in all others. Cat. Gen. 
ee L. § 829, a similar provision, seems to be confined to statutory violations, as in 
Illinois. 

In Stratton v. Anderson, 278 Mich. 499, 270 N.W. 764 (1936), a director who did 
participate in bookkeeping decisions was exonerated by reliance on the books, but the 
court did not consider the status of the executive committee who had ordered certain 
book adjustments to be made. 

* Cornell v. Seddinger, 237 Pa. 389, 85 Atl. 446 (1912). 
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Judicial decisions on asset valuation are scarce. Perhaps we are fortunate 
they are not more numerous, for those which we have present troubling 
conflicts with standard accounting practice. A conspicuous conflict occurs 
with relation to fixed assets. Accountants in general carry them at cost, less 
regular depreciation charges, and subject to revaluation only on special oc- 
casions.®° “Any attempt to make the property accounts in general reflect 
current values,” declared a leading accounting group, “is both impractical 
and inexpedient.” ®! Typical judges, on the other hand, seem to have believed 
that every dividend decision should be based on the actual value of the 
company’s properties at the time of. the declaration.®” 

Various points illustrate the different approaches. While accountants 
like to depreciate fixed assets at a rate based on their probable useful life, 
they are not inclined to write off the assets because they are going out of 
fashion, until the retirement or replacement takes place.®* In a leading case, 
a judge thought that the decline in value due to “external obsolescence” 
should have been taken into consideration immediately by the board of 
directors.** 

If accountants are slow to record spasmodic obsolescence, they are even 
more wary of writing up fixed assets on the balance sheet when no particular 
event gives significance to heightened value.® But a New York judge held 
that unrealized appreciation formed a proper base for dividend declaration.*® 
This judge thought it quite inconsistent to allow for depreciation without 
allowing also for appreciation.°* Accountants regard them as very dissimilar 
problems.*® 

While accountants are conservative with regard to unrealized apprecia- 
tion in fixed assets, they are rather generous in recognizing current assets 
whose benefits lie in the future. For instance, it is customary to carry pre- 
paid rent or insurance premiums as assets under the heading, “deferred 
charges.” ®® Likewise, supplies and labor which have been devoted to un- 


See Paton, AccOUNTANTS’ HANDBOOK 709 et seq. (3d ed. 1943). 

* AMERICAN INSTITUTE OF ACCOUNTANTS, ACCOUNTING RESEARCH BULLETIN No. 5 
(1940). 

® KeHL, CorPoRATE DivipENDS 87, 92 (1941). 

* Paton, ACCOUNTANTS’ HANbBOOK 732 (3d ed. 1943). 

™ United Light & Power Co. v. Grand Rapids Trust Co., 7 F. Supp. 711 (D.C. Mich. 
1931), mod. and aff'd, 85 F.2d 331 (6th cir. 1936). 

* PATON, supra note 93 at 828 et seq.; SHUGERMAN, ACCOUNTING FoR LAwyers 261 
(1952). 

* Randall v. Bailey, 23 N.Y.S.2d 173 (N.Y. Sup. Ct., Trial Term, 1940), affirmed, 
288 N.E. 280, 43 N.E.2d 43 (1942). 

" Id., 23 N.Y.S.2d at 184. 

% See AMERICAN INSTITUTE OF ACCOUNTANTS, RESTATEMENT AND REVISION OF Ac- 
COUNTING RESEARCH BULLETINS 73, footnote (1953). 

* Paton, supra note 93 at 444-445. But Paton seems to prefer slightly the term “pre- 
paid expenses.” 
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completed jobs are carried as “work in progress,” an admissible current 
asset.!°° A Pennsylvania judge, however, seems to have thought that capital- 
izing expenses was ridiculous, and held the directors liable for dividends they 
had paid on such an assumption.! 


THE DUTY TO DISTRIBUTE PROFITS 


While statute and case law are replete with provisions restraining the 
distribution of profits, they are nearly silent on the subject of requiring 
distribution. Evidently lawmakers have relied on money hunger to force out 
dividends fast enough; in former years, their expectations were rarely dis- 
appointed. 

The law of partnership declares that each partner is entitled to a share 
of profits, but does not say when he should get it.!°? Courts have frequently 
refused to entertain demands for distribution so long as the partnership 
exists.1°3 As a result, a partner can usually obtain his profit share only by 
forcing dissolution of the firm.'* If the dissolution is in violation of partner- 
ship articles, the demandant may still be put off, so long as the remaining 
partners post security for eventual payment of the demandant’s share.!% 

Most partnerships seem to distribute some part of their profits rather 
regularly, but this is probably by unanimous consent.1°* In the absence of 
unanimity, the law provides that a majority of members shall govern, but 
there is still no sure way of enforcing their decision without dissolution. 
Many partnership articles contain provisions for drawing against profits up 
to a certain monthly or annual amount which may be designated as a 
“salary”; 1°" such provisions are likely to be respected in practice. 


ia at-517. 

"Cornell v. Seddinger, 237 Pa. 389, 85 Atl. 446 (1912). It appears that “work in 
progress” was overvalued by any criterion, since its total exceeded the sale prices. But 
the judge imposed liability on directors who had no reason to know this fact, apparently 
on the theory that the title itself was suspicious, and that no part of the expense incurred 
should have been capitalized. “As well might a board include the expense account of a 
corporation as a basis for dividends,” said Justice Potter (85 Atl. at 448). 

12 Trt. Rev. Stat., c. 106%, § 26 (1953). 

® Childers v. Neely, 47 W. Va. 70, 34 S.E. 828 (1901); Crane, PARTNERSHIP 318 
(1939). There are exceptions to the rule: Hogan v. Walsh, 122 Ga. 283, 50 S.E. 84 (1905) 
(wrongful exclusion of plaintiff from affairs of partnership); Miller v. Freeman, 111 Ga. 
654, 36 S.E. 961 (1900). Recent cases are too few to test the suggestion of the last cited 
Georgia case, that the rule is now hollowed by exceptions. 

1 A partner can dissolve the firm by declaring his intention to do so regardless of 
what the articles say (Inu. Rev. Stat., c. 106%, §§ 31(1) (b), 31(2)[1953]). If the dis- 
solution was not wrongful, the partner causing it has the same right as the others to 
have the partnership wound up, and to participate in the process (/d., §§ 38(1), 37). 

Trt. Rev. Srat., c. 106%, § 38(2)(c) (II) (1953). 

16 See MuLpER & Voiz, THE DRAFTING OF PARTNERSHIP AGREEMENTS 34 (1949); the 
standard form proffered by this publication of the American Law Institute provides 
for “such salary as shall from time to time be agreed upon.” To the same effect, see 
Boughner, Law Office Partnership Agreements, 42 ILL. B.J. 602, 605-606 (May, 1954). 

17 Worcester, Drafting of Partnership Agreements, 63 Harv. L. Rev. 985 (1950); 
Raskin & JoHNSON, CURRENT LecaL Forms 18 (1948)—an illustrative clause. 
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Corporation law is but slightly more explicit than partnership law on 
the duty to distribute dividends. Most corporation statutes have extensive 
provisions on restricting dividends, but none compelling them. '°* In the 
rare case where an affirmative duty to declare dividends arises, it is most 
commonly the result of special charter provisions requiring distribution of 
some part of earnings. The Peoria Law Library case furnishes a curious ex- 
ample of these unusual provisions. 1° 

These provisions are not likely to be part of the original financing plan 
of a corporation. They are more often inserted as terms of a reorganiza- 
tion. Because of the present exaggerated tendency of managements to 
withhold earnings, it is likely that mandatory dividend provisions will be in- 
creasingly seen in the future, especially if priority classes of stock regain 
favor. 

In a few cases, courts have discovered duties to distribute profits with- 
out the aid of special charter clauses.'!! One is the old Illinois case of the 
Channon Company.!!? The patriarch of the company was accused of an- 
nouncing, in the face of steady earnings, that there would never be another 
dividend as long as he lived.'!3 This policy appeared arbitrary to the Su- 
preme Court, which ordered excess cash distributed. But where the com- 
plainants failed to prove any arbitrary purpose a corporation was allowed 
to retain a large cash fund which was far in excess of current needs.1"* 

The most famous case on mandatory dividends involved Henry Ford,!"® 
whose company had cash to the amount of fifty-four million dollars,1!® most 
of it unneeded. The company had previously issued a stock dividend of 
1900 per cent, and had established a regular dividend of 60 per cent a year 
on the increased stock, or 1200 per cent on the original investment. Special 
dividends had climbed to 750 per cent on the increased stock, or 15,000 per 
cent on the original investment.!*7 Ford proposed to cut the price of his 


8 KEHL, CorPoraTE DivipeNps, 154 et seq. (1941). 

® Cratty v. Peoria Law Library Assn., 219 Ill. 516, 76 N.E. 707 (1906); it is to be 
hoped that the lawyers who concocted the provisions of the law library association 
never inflicted similar craftsmanship upon their clients. 

“°For modern instances of mandatory dividend provisions, designed for a par- 
ticular purpose, see Crocker v. Waltham Watch Company, 315 Mass. 397, 53 N.E. 230 
(1944); Lydia E. Pinkham Medicine Company v. Gove, 313 Mass. 1, 20 N.E.2d 482 
(1939). 

™ Dopp & BAKER, CASES ON CorPoRATIONS 1222-1232 (2d ed. 1951). 

™2 Channon v. H. Channon Co., 218 Ill. App. 397 (1st Dist. 1920). 

™8 Id. at 400. 

™ Hofeller v. General Candy Corp., 275 Ill. App. 89 (1st Dist. 1934); see also 
Gehrrt v. Collins Plow Co., 156 Ill. App. 98 (3d Dist. 1910), where there was a large book 
surplus, but no apparent excess of cash, and the opinion does not disclose how the 
prayed-for cash dividend could have been raised. 

™ Dodge v. Ford Motor Co., 204 Mich. 459, 170 N.W. 668 (1919). 

"8 Td. at 492, 170 N.W. at 679. 

"7 Id. at 464, 170 N.W. at 670. 








444 ORGANIZING A BUSINESS ENTERPRISE [Vot. 1954 


car, invest $24,000,000 in expansion, and eliminate special dividends for the 
indefinite future. John and Horace Dodge sought to enjoin this niggardly 
policy, attributing to Ford the motive which he had publicly proclaimed to 
the press, “. . . to spread the benefits of this industrial system to the greatest 
possible number, to help them build up their lives and their homes.” 148 
The court refused to enjoin Mr. Ford’s price cut, or his expansion, but 
found he could do both these things, and still have lying around idle 19 
million dollars (19,000 per cent of the original investment), which it ordered 
distributed. In true legal tradition, the court denounced altruism directed 
toward anyone but the shareholders, but expressed a healthy suspicion that 
prudence might temper Mr. Ford’s altruism. Justice Ostrander observed, 


“It may be noticed incidentally, that [the company] took from the 
public the money required for the execution of its plan, and that the 
very considerable salaries paid to Mr. Ford and to certain executive 
officers and employees were not diminished. We are not satisfied that 
the alleged motives of the directors, in so far as they are reflected in 
the conduct of the business, menace the interest of shareholders.” 19 


What the judges must have known, although they did not mention it, 
was that the plaintiffs, who were the Dodge brothers, had just entered 
into competition with Ford in the production of a low-priced car.!*° By 
cutting his own price, and cutting off the special dividends on his shares, 
Henry Ford would have deprived the Dodges of a very timely subsidy of 
$900,000 a year, 1*! at the same time that he presented them with ruinous 
competition. 

The operational reasons for withholding income have multiplied im- 
mensely since the day of the Channon and Ford cases. Inflation, techno- 
logical advances, and increasing population require a business to grow to stay 
healthy.!22 Beyond that lies the laudable desire to make the business bigger 
and stronger than before. 

A subtler reason to withhold profits from distribution arises when a 
corporation has high profits in a particular year which are not expected to 
be repeated in every year. An immediate distribution, followed by a drop- 
back to the old dividend, will raise the price of the stock, if at all, only for 
the few days between declaration and dividend record date. But if the 
profit can be spread over a series of years, becoming a regularly expected 
“extra,” it will probably affect market prices in a favorable way. A good 


"8 Iq. at 468, 170 N.W. at 671. 

™° Td. at 508, 170 N.W. at 684. 

9 See SELTZER, FINANCIAL History OF THE AMERICAN AUTOMOTIVE INDUSTRY, 105 
(1928). 

#1 Apparently each of the Dodges had taken 30 shares of the original issue of 1000, 
a total of 6% of the outstanding. The special dividends of 1915 totalled $15,000,000, of 
which the Dodges’ 6% would have been $900,000. 

See footnotes 1-6, supra. 
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market for stock is one way to benefit shareholders, and to improve the 
company’s facility in raising added capital when needed. 

Another reason for withholding dividends, which may be detected in 
a few companies, is a desire to shake down minority or preferred share- 
holders. If a company issued, say, 7 per cent preferred in the 1920’s, and 
neglected to provide for redemption, it now finds itself paying for the use 
of the capital represented at 125 per cent to 175 per cent of the going money 
rate. The shareholders demand a price of $125 to $175 for their shares, 
which seems quite reasonable to them in the light of their rate of return. 
The same price seems preposterous to the management, as the cost of repay- 
ing a $100 investment on which a generous return has been already dis- 
bursed. The management, if unscrupulous, may resort to withholding 
dividends in order to bring the re-purchase price down to what it considers 
a reasonable relation to the preferred shareholders’ investment.1?* 

Dividends may also be withheld in order to force sale by minority share- 
holders who have refused offers which the management considers reasonable 
for their shares. Since minority shareholders get their only rewards in 
dividends, they are prone to soften when dividends stop. Majority share- 
holders, if few in number, are probably able to subsist on salaries, bonuses, 
and stock purchase rights, during the long drought.!24 However stubborn the 
minority shareholders may be, they are sure to die eventually; their repre- 
sentatives will be under pressure to liquidate investments, especially non- 
paying ones. 

A struggle among shareholders is obviously a disreputable reason for 
a dividend policy, and one which would not motivate a manager who wants 
a reputation for improving the desirability of the investments with which 
he becomes associated. Some managements have conspicuously avoided this 
tactic, although they must have been tempted.!25 We will not give it 
further examination. 


™ Dodd, Purchase and Redemption by a Corporation of its Own Shares, 89 U. or 
Pa. L. REv. 697, at 725-726 (1941); Cf. Latty, Fairness—the Focal Point in Preferred Stock 
Arrearage Elimination, 29 Va. L. Rev. 1, 16-17 (1942). 

™ See Laurel Springs Land Co. v. Fougeray, 50 N.J. Eq. 756, 26 Atl. 886 (1893); 
Hiscock v. Lacy, 9 Misc. 578, 30 N.Y.S. 860 (1894). In latter years, plaintiffs have had 
poor luck in convincing the courts of similar allegations: Casson v. Bossman, 137 N.J. 
Eq. 532, 45 A.2d 807 (1946); Anglo-American Equities Corp. v. E. H. Rollins & Sons, 
Inc., 258 App. Div. 878, 16 N.Y.S.2d 105 (1939), affirmed without opinion, 282 N.Y. 782, 
27 N.E.2d 200 (1940). 

John Deere & Co. in 1936 had about a two-year arrearage on non-callable 7% 
preferred shares, but paid it off in that and the following years. In later years, the stock 
reached a market price of twice par, or 40. In 1949, members of the Deere family owned 
directly or through trusts over 16% of the stock; if this condition existed in 1936, it 
might have contributed to the management’s decision to pay off rather than buy in. 
Moopy’s MANvAL oF INVESTMENTS, INDUSTRIALS p. 607 (1939) p. 860 (1950). 

Another illustration is Associated Dry Goods Corp., which in 1939 had 5% years 
of arrears on its 7% non-callable second preferred but paid them off with dividends of 
$18.50 to $23.00 in each of the next three years. In a closely comparable situation, Gimbel 
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WITHHOLDING DIVIDENDS TO REDUCE TAXES 


Many “business” reasons have been mentioned for withholding distribu- 
tion of corporate profits. Probably there is another reason which has been 
thought of more often by more businessmen than all the business reasons 
combined. That is tax reduction. Of course a corporation cannot save any 
taxes by withholding its income from shareholders. The taxes are saved, if 
at all, by the shareholders, who pay less taxes when they receive less income. 

The shareholder may think of tax saving largely in terms of deferring 
income to later years, when taxes will be lower. There are still those who 
believe in the Second Coming of low taxes. 

A slightly more plausible policy, which may occur to the taxpayer, is 
withholding part of a wind-fall profit in order to spread its distribution over 
several years. Assuming other taxable income of $50,000 a year, an added 
wind-fall of $120,000 in one year would reach the 90 per cent bracket, while 
the same amount spread over four years would not pass the 81 per cent 
bracket.!2° This calculation assumes that tax rates will not rise, which is just 
a shade more likely than that they will fall. 

A third, and most appealing, tax-saving idea is the re-investment of 
earnings in business expansion, to increase the value of the business. If the 
business is worth more, the shares should be worth more. If shares are sold 
at a profit, the profit is a capital gain, taxed at only half the rate of other 
income, and for high-bracketers, at less than one third of that rate. 

In most corporations, all these alluring ideas must be firmly rejected as 
bases of policy. Although a businessman is often free to steer his course by 
undisguised tax objectives, this is not one of the instances in which he has 
that freedom. The Internal Revenue Code imposes a special tax on accumula- 
tions of income which are made with the “purpose” of avoiding taxes on 
shareholders.!** Since the income will be taxed to the shareholders when 
eventually distributed, and has been taxed to the corporation when earned, 
to incur the accumulations tax is to suffer not a double, but a triple tax. 

The 83rd Congress has taken two or three steps to alleviate the rigors 
of the accumulations tax. By a new exemption, the first $60,000 of accumu- 
lations are free of tax, regardless of purpose.!?8 After this much has been 
plowed in (however reasonably), future accumulations are subject to the 
purpose test. The new law also puts the burden on the Treasury to prove 
that accumulations are bevond the “reasonable needs of the business,” 17° 
present or “anticipated.” 1°° 


Brothers funded its arrears in a series of exchanges which eventually gave the shareholders 
less annual income than they were entitled to before. For details, see Moopy’s MANUAL OF 
INVESTMENTS, INDUSTRIALS (1936-1946). 

6 Int. Rev. Cope, § 1 (a). 

#1 Iq. §§ 531-532. Corresponds to Section 102 of the Internal Revenue Act of 1939. 

8 Id. § 535(c) (2). 

Id. § 534. 


gad 
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But if the Treasury sustains the burden of proving unreasonableness, 
improper purpose is presumed. It is now up to the taxpayer to prove, by a 
clear preponderance of evidence, that his real purposes were directed to 
operations, not taxes.181 Whether he succeeds or fails will necessarily depend 
on the inferences which the trier of fact chooses to draw. 

The proof of purpose is nearly impossible; results are bound to vary 
with the predilections of triers of fact. The prudent taxpayer will not let the 
trial get to this point. He will be prepared to meet the Treasury where it is 
carrying the burden of proof, with evidence that the undistributed earnings 
were retained for known and calculated needs of the business. 

Beyond the tax on accumulations, there are other reasons for not guid- 
ing profit distribution by objectives of tax avoidance. Consider first the 
plan of deferring income until years when taxes are lower. Many people 
in the years 1946-49 deferred taking income, as they looked forward to lower 
taxes. In 1950-52, taxes were higher. In 1953, taxes dropped again and have 
recently been lowered for 1954. But no one knows in any year what taxes 
will be next year. A new Korea could change the rosy picture for ’54. The 
only sure fact is that taxes have risen more than they have fallen in the forty 
years of the income tax. A consistent policy of tax deferment would surely 
have cost much more than it saved. 

The idea of taking profits through capital gains is also full of man-traps. 
We should remember that some capital gains will occur in most enterprises 
if purely operational considerations are followed. Inflation, technology, in- 
creasing population, and ambition to expand, all impel business managements 
to reinvest profits. When withholding exceeds the indications of these con- 
siderations, it becomes of dubious advantage. Shares in closely held enter- 
prises sell for notoriously low prices in relation to intrinsic value. A million 
dollars re-invested may return only half a million in share prices. If such a 
capital gain is taken, and a twenty-five per cent capital gains tax is paid, 
the shareholder nets just three-eights of the reinvested funds. He could have 
netted as much by taking his money in a dividend, subject to a 62% per 
cent tax. 

The drawbacks to “capital gains” objectives are multiplied if the enter- 
prise has poor shareholders, as well as rich ones. Assume that some of the 
shares belong to children in college, some belong to former employees’ 
widows, and both groups are in the twenty per cent tax bracket. For them, 
income in the present year is worth more than income in a future year, 
when they may be better off, or have passed away. To reinvest their income 
for the sake of fifty per cent return in capital gains is to throw part of it 
away. After paying their capital gains tax, they might have net profit equal to 
forty-five per cent of what could have been distributed in cash.'*? Had 


Td. § 533(a). 
™ By hypothesis, the gain realized is half the reinvested cash, or 50%; half of this 
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cash been distributed, their net benefit would have been eighty per cent of 
it.183 If by mischance the accumulations tax is imposed, it will be imposed 
not on the wealthy shareholders who inspired the accumulation, but on the 
corporate treasury, to the detriment of poor and rich shareholders alike. 

One case has appeared in the reports in which minority shareholders 
have charged withholding of profits for tax and other advantages which 
were personal to the majority holders.1** In an unreported case, majority 
directors are said to have settled with shareholders who sued them for in- 
curring the tax on accumulations of income.!®> Although legal liability for 
this type of mismanagement remains disputable, it is obvious that con- 
scientious managers will not design dividend policy around the purpose of 
reducing personal income taxes. 


Partnerships 


In the past, partnerships have had no tax incentive to withhold earnings, 
since the partners are taxed on them whether distributed or not. The law 
is still the same, unless the firm embraces the newly offered election to be 
taxed as a corporation.'** If this Greek gift is accepted, the privilege of 
incurring an accumulations tax comes with it.!%7 


SALARY AND INTEREST PAYMENTS 


Since the owners of a business often work in it, and loan it additional 
money when needed, they frequently have a choice between distributing its 
proceeds either as salary and interest, on the one hand, or as dividends and 
profits on the other. Since payments made on this basis are seldom arrived 
at by arm’s length bargaining, some delicate problems of business and legal 
judgment arise. 

In the golden days before income taxes, there seems to have arisen a 
general custom whereby principal owners of a business contributed their 
services without special compensation. This custom is reflected in the rule 
of partnership law that services shall not be compensated unless so agreed,!38 


gain, or 25%, is taxable, by Int. Rev. Cope. § 1202; a 20% tax on this will be 5% of the 
reinvested cash. The 50% realized, less the 5% tax, yields the 45% net. 

8 That is, 100% of the cash less the assumed 20% tax rate. 

™ Gottfried v. Gottfried, 73 N.Y.S.2d 692 (N.Y. Sup. Ct., Sp. T., 1947) (plaintiff 
unsuccessful). 

*° Mahler v. Oishei, 1 P-H Corporation Service § 3034; Note, Liability of Share- 
holder-Directors for Accumulating Earnings, 61 Harv. L. Rev. 1058 (1948). 

6 Int. Rev. Cope, § 1361 (a). 

t Id. § 1361(h). 

* Tui. Rev. Stat., c. 106%, § 18(f) (1953). There is an exception permitting unstipu- 
lated compensation for services of a surviving partner in winding up the partnership 
affairs. 
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and in the rule of corporation law that no compensation for officers shall 
be implied.1%® 

In an enterprise with more than one proprietor, this practice is defective 
from an operational standpoint. It fails to record correctly the costs of the 
enterprise because it does not separate allocations to services and to capital 
contributed. It also fails to furnish incentives to participation by failure to 
recognize and reward the constituent factors in the adventure’s success. 


Corporations 


In corporations, the practice is probably extinct for an additional 
reason. If shareholders are paid salaries, their salaries become corporate ex- 
penses, which reduce the taxable income of the corporation and thereby 
reduce the corporation’s income tax.!*° If the same amounts were distributed 
to shareholders as dividends, they would be taxed as corporate income as 
well as being taxed as income to the shareholders. The setting up of salary 
payments reduces the impact of the “double tax.” Even when the executives 
are beneficiaries of a “profit-sharing plan,” the benefits conferred on them 
are not taxed as corporate profits, so long as the plan complies with legal 
requirements.'*! 

The principal problems today arises from the temptation to overstate 
salary and interest payments. An example of the former is reported in a 
recent issue of a financial journal. A small corporation executive had been 
getting a salary of $10,000, which left his company in the red each year. 
As black ink casts its shadows before, he raised his salary to $16,000, and 
recorded a $5000 loss for the corporation. The Commissioner of Internal 
Revenue, with probable justification, levied a deficiency assessment.!*” 

The rule to be followed in rewarding proprietors is easy to state and 
hard to apply. The terms should be such as would have been reasonable if 
the transaction had been made “at arm’s length” without the advantage of 
an inside position.1** The rule is hard to apply because no one can tell what 
would have happened in such a situation. Usually the owner-executive is a 
person who would not have been hired at arm’s length, however meritorious 
he may be, because he does not have the background of independent experi- 
ence which is demanded of an outsider. Likewise, money hired from an in- 
sider may be money which would not have been hired at all if the loan would 
have put the enterprise at the mercy of a bank. 

In measuring the reasonableness of salaries, the courts seem to be 


#St, Louis, Alton & Springfield R.R. Co. v. O’Hara, 177 Ill. 525, 52 N.E. 850 
(1899); Holder v. Lafayette Ry. Co., 71 Ill. 106 (1873); Merrick v. Peru Coal Co., 61 
Ill. 472 (1871). 

Int. Rev. Cope, § 162(a). 

™ Id. § 404. 

Wall St. J., June 24, 1954, p. 1, col. 5. 

8 See U.S. Treas. Reg. 118, § 39.23(a)-6 (1953) (under prior code). 
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governed chiefly by what other similar companies are paying for other 
similar positions; whether those salaries are being paid to similar people 
generally escapes a satisfying analysis.'44 In measuring payments for the 
hire of money, the authorities have sustained contingent interest plans, with 
privileges of suspending payment when necessary, which are rarely if ever 
encountered in free market financing.'*® The few such securities which ap- 
pear in the market place are usually the result of bankruptcy reorganiza- 
tions.14® The Commissioner and the courts seem in general to allow con- 
tingent interest payments which are in line with preferred stock dividend 
rates, 

In a corporation which has small shareholders who are inactive in the 
business, salaries may be vulnerable to attack on other grounds. When a ma- 
jority of the directors are officers, their adoption of a scale of salaries is a 
form of “self-dealing,” in violation of their fiduciary duty.147 Even if the 
salary is voted by non-recipient directors, it is invalid if the directors were 
under a recipient’s influence.1#* Moreover, a salary voted retroactively may 
be invalid as a gift.149 The surest way to avoid the problem is to have a 
majority of disinterested directors. Their fees should be fixed by by-law be- 
fore they are elected to the board, so that they will have no opportunity for 
reciprocating favors. 

However, observation indicates that “outside” directors are no more 
effective than “inside” directors in protecting the shareholders.1° Independ- 
ent directors are apparently out of fashion,!®! and are probably impractica- 
ble in some small family corporations. If the salary scale is frankly revealed 
to all shareholders, and none objects, it is immune to attack.!5? If some share- 
holder disagrees, the practical solution may be to buy him out. If he will 
not sell at a reasonable figure, one must analyze his legal rights. The Illinois 
cases seem to say that if there is no disinterested vote, there is no authoriza- 
tion for salary payment; any salaries paid will be recoverable on the suit 
of a non-assenting shareholder.’** Recent cases in other states seem to hold 


For example, Robinson Truck Lines v. Commissioner, 183 F.2d 739 (5th Cir. 
1950); Wright-Bernet, Inc. v. Commissioner, 172 F.2d 343 (6th Cir. 1949). But excess 
was detected in a $114,000 salary received by an owner’s son during his first year in 
business, with prior experience on a college newspaper and as an army private: Hecht 
v. US., 54 F.2d 968 (Ct. Cl. 1932). 

** John Kelley Co. v. Commissioners, 326 U.S. 521, 66 Sup. Ct. 299 (1946). 

462 DewING, FINANCIAL Poticy oF CorporaTIONS 1356 (5th ed. 1953). 

7 Bloom v. Vehon, 341 Ill. 200, 173 N.E. 270 (1930). 

48 Adams v. Burke, 201 Ill. 395, 66 N.E. 235 (1903); Brown v. DeYoung, 167 Ill. 
549, 47 N.E. 1052 (1897). 

* Ellis v. Ward, 137 Ill. 509, 25 N.E. 530 (1890). 

180 BAKER, DIRECTORS AND THEIR FUNCTIONS 23-27 (1945). 

1 Blair, Appraising the Board of Directors, 28 Harv. Bus. Rev. No. 1, 101 (1950). 

2 Brown v. DeYoung, supra, note 148; Kalischer v. Sussman, 314 Ill. App. 383 (1st 
Dist. 1942) (abstract opinion). 

#8 A dams v. Burke, supra note 148; Brown v. DeYoung, supra note 148. See Bloom 
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that lack of a disinterested vote invites scrutiny, but does not invalidate; the 
salaries are validly paid if fair in fact.15* 


Partnerships 


In a thriving partnership, there is little if any tax advantage in charging 
distributions to partners as salary or interest, rather than as profits. They are 
ordinary income to the recipient partner, regardless of what they may be 
called. But if the partnership is not making enough money to cover the 
salaries and interest paid, a limited tax advantage appears. Those partners 
who receive no salary or interest, or who receive less than their share of the 
firm’s loss, may record a business expense.!®> Of course, if a partnership has 
elected to report as a corporation,!* salary and interest payment will have 
the same effect as for a corporation. 

The chief possibility for interest payments by partnerships relates to 
payments to members of the partner’s family. For some years, tax-conscious 
proprietors have been attempting to lower their surtax brackets by splitting 
ownership and income with other members of the family.15? Since the 
Culbertson case,1*8 this practice appears to have good chances of success, but 
it still has good chances of failure, too.15® The question is the good faith of 
the arrangement, and it persists because the inactive family member’s activity 
is so inconsistent with that of a normal partner. He exercises no control of 
policy, abdicates his implied agency, and probably has no intention of shar- 
ing liabilities and losses with the active partners, as the law provides. His in- 
vestment, being a share in equity, is most unlike the type of investment which 
would ordinarily be recommended to a relative who is unskilled and inactive 
in business. 

A much more plausible status for sons and daughters would seem to be 
that of lenders in contingent interest loans. The Uniform Partnership Act 
specifically recognizes the propriety of a loan in exchange for a share of 
profit, and provides that not even a presumption of partnership arises from 
receipt of profits in lieu of interest.1® Since the “lender” is entitled to re- 


v. Vehon, supra note 147 (officer fails in suit for salary which could not have been 
authorized without his vote). 

Hurt v. Cotton States Fertilizer Co., 159 F.2d 52 (5th Cir. 1947); See Rogers v. 
Hill, 289 U.S. 582, 53 Sup. Ct. 731 (1933) (cash bonuses raising president’s total com- 
pensation over $1,000,000 a year); WasHINcTON, CorporaTE Executives’ COMPENSATION 
274 (1942). 

88 INT. Rev. Cone, § 707(c), a new provision of the 1954 act. 

86 Id. § 1361(c); but special compensation as pension, bonuses, and profit-sharing are 
differently treated: § 1361(d). 

%1 Commissioner v. Tower, 327 U.S. 280, 66 Sup. Cr. 532 (1946); Commissioner 
v. Lusthaus, 327 U.S. 393, 66 Sup. Cr. 539 (1946). 

8 Culbertson v. Commissioner, 337 U.S. 733, 69 Sup. Cr. 1210 (1949). 

1 See review of cases in Packel, The Next Inning of Family Partnerships, 100 U. or 
Pa. L. Rev. 153 (1951). 

% UnirorM PartNersuip Act § 7(4) (d). 











452 ORGANIZING A BUSINESS ENTERPRISE [Vot. 1954 


payment of the loan at some date, the investment is a much more appropri- 
ate one for a minor or married daughter who is not an entrepreneur. No 
participation in management or contribution to losses is a normal part of 
such an interest. There appear to be possibilities here for dividing revenues 
within a family which are much less vulnerable to attack than the conven- 
tional dormant partnerships which have furnished so much grist for judicial 
mills in the last decade. 


Effects of Insolvency 


A payment of salary or interest is free of most of the restrictions that 
apply to payments of shares of profits. Assuming the obligation to be in- 
curred in good faith, the payment is the discharge of a debt. It does not 
“impair” capital or paid-in-surplus, since it reduces liabilities as rapidly as it 
reduces assets. For the same reason, it cannot be a fraudulent conveyance, 
even though the firm is insolvent.!® 

If the salary or interest is inflated and is in truth a disguised profit, in- 
solvency will bring penalties in addition to those of the income tax. Under 
the Business Corporation Act, directors are liable both civilly and criminally 
for distributing dividends from insolvent corporations.1° 

The principal danger, for honest men, is that payments of salary or 
interest will be “preferential.” If the enterprise is in financial difficulty, the 
payment of debts owed to insiders gives them an unfair advantage over other 
creditors. Under the national Bankruptcy Act, the payments may be set 
aside if knowingly received, and if bankruptcy ensues within four months.1* 
The remedy is difficult to evade, since the partners or corporate owners 
generally have plenty of reason to know of the firm’s insolvency, and the 
four months do not start to run while the payment is being concealed from 
the public.1* 

Before the present Bankruptcy Act, there was not much that could be 
done about preferences in most states. Illinois, however, had worked out a 
useful doctrine for annulling preferences. If a payment was made by a 
corporation to one of its directors, they were guilty of violation of fiduciary 
duty, and the payments were voidable by the receiver.!® This theory might 
prove useful today in cases where the short limitations of the bankruptcy 
preference have expired before action is begun. However, it involved a con- 
siderable stretch of corporate doctrine, and seems not to have been invoked 


* Beach v. Miller, 130 Ill. 164, 22 N.E. 464 (1889) (a transfer by insolvent corpora- 
tion to a director to pay a debt to him was held valid against a levying creditor of the 
corporation although said to be subject to a trust which equity would oblige the director 
to administer for the benefit of all creditors). 

Ii. Rev. Stat., c. 32, § 157.42(a), (b), (h) (1953). 

8 Bankruptcy Act §§ 60(a) (1), 60(b), 11 U.S.C. §$ 96(a) (1), 96(b) (1952 ed.). 

* Id. § 60(a) (2), 11 U.S.C. § 96(a) (2). 

8 See dicta in Beach v. Miller, supra, note 161, 130 Ill. at 173, and in Rockford 
Grocery Co. v. Standard Grocery & Co., 175 Ill. 89, 93 N.E. 642 (1898). 
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since the passage of the Bankruptcy Act in 1898. Illinois has no statute like 
the one in New York,!® expressly holding directors liable for preferential 
payments. 


COMPENSATION IN STOCK OPTIONS 


The greatest popularity in officers’ compensation today is reserved for 
stock options. In the 1920’s, these rights seem to have been accorded most 
freely to utility investors, sometimes as a substitute for dividends.1** Today, 
they are best known as supplementary compensation of executive officers, 
although the plans are frequently presented to shareholders as “employee 
stock purchase” plans.!®* Officers are, of course, employees. 

There are several operational advantages in compensating officers by 
stock options. The options supply a means of attracting high-grade talent 
without any drain on the corporation’s current assets; no cash is used. If the 
officers exercise the options they become shareholders; to the extent that 
they hold their shares, they acquire an increasing interest in the company’s 
continued success. 

Even if the officers do not retain their shares, the share purchase plans 
may give them an interest in the company’s success. Usually the options 
permit purchase at a price near the market when the rights are issued, and 
are exercisable several months or years later. If the price of the stock falls, 
the options are worthless; if prices rise, the options become valuable. 
Executives are sure to be interested in the market performance of company 
shares if they are being paid partly in options.1® 

But the main spur to compensation via stock options is not their opera- 
tional advantages; it is tax saving for the officers. If the options conform to 
the standards of the Internal Revenue Code they are not taxable income, 
either when granted or when exercised. Only on sale of the shares pur- 
chased is income recognized.!” At that time, if two years have passed since 
acquisition of the options, and six months since acquisition of the shares, the 
gains are “capital,” 171 and the tax rate is therefore limited to twenty-five 
per cent.!72 


1 NY. Stock Corp. L. §§ 15, 114; the latter section may apply to preferential pay- 
ments by an Illinois corporation, if the payment is made in New York. 

16'See Bodell v. General G. & E. Corp., 15 Del. Ch. 119, 132 Atl. 442, 448 (1926) 
where the Chancellor seems to accept an argument that stock paying a dividend of $1.50 
attained a price of forty-five because of its valuable rights to subscribe to further 
stock at twenty-five. 

*8 See dissenting opinion of Justice Stone in Rogers v. Guaranty Trust Co., 288 
USS. 123, 133, 53 Sup. Cr. 295, 298 (1933). 

1 For a general discussion of stock options, see Baker, Stock Options for Executives, 
19 Harv. Bus. Rev. 106 (1940); WasHINGTON, CorporATE Executives’ COMPENSATION 82 
(1942). 

Int. Rev. Cope, § 421(a). 

'! See U.S. Treas. Reg. 118, § 39.130A-5 (1953). 

2 Int. Rev. Cone, §§ 1201(b), 1202. 
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The executive must, of course, raise money to pay for the shares he 
buys. If he used his salary for this purpose, the issue of stock options would 
only increase his need of cash salary, especially since taxes would be nicking 
his salary for a per cent probably far above twenty-five. Usually the execu- 
tive has a better way of raising the money. The options permit him to buy 
shares at something near the market when the options are granted, but the 
options continue for several months or years. Sometime during this period, 
the market for the stock should rise above the option price. 

Suppose the option is granted at the market price of sixty, but the 
market has risen to seventy two years later. If the officer can borrow $6000 
for six months, he can make a $1000 profit which will far exceed his loan 
interest. The profit will help to stake the exercise of his next option. By this 
means, continuous income can be received, all taxable at a maximum rate 
of twenty-five per cent. The only prerequisite is a market with a strong 
secular rise. Although there is no way of guaranteeing this, it is likely to 
develop quite naturally if the corporation plows in earnings to the extent 
required for normal business maintenance and expansion. 

In small companies, the plan is much more restricted in its advantages. 
Usually there is no reliable market for the stock, and companies are opposed 
to letting outsiders buy it anyway. In such a company, the executive’s funds 
for exercising his rights probably have to come from his cash salary, which 
does not enjoy capital gains taxation. 

Stock option plans may be adopted, it would seem, with an avowed 
purpose to reduce the recipients’ income taxes; there is nothing in the In- 
ternal Revenue Code to penalize this objective. This is like the rule that a 
man may switch from whiskey to branch water, even if he does so to save 
taxes. However, the managers should note that there is a penalty for plow- 
ing in earnings in order to avoid taxes; although this clause is directed 
primarily at taxes on dividends, it could probably be applied as well to 
taxes on shareholders’ salaries.!7* Hence, the stock option plan is to be 
recommended as a tax-reduction device only where non-tax considerations 
would lead to a policy of building up the value of the enterprise. Non-tax 
considerations do point in that direction for most businesses, except in dying 
industries. 

Corporation law imposes a few requirements on stock option plans, 
which can be readily complied with. The corporation must have some shares 
not already outstanding in order to satisfy the options. If it has exhausted its 
authorization, a shareholder vote with a simple majority in Delaware,!™ or a 
two-thirds majority in Illinois,!7> can authorize more stock. With a little 
advance planning, the vote may be entirely dispensed with in Illinois; since 


*8 The key words are “purpose of avoiding the income tax with regard to its share- 
holders. . . .” Int. Rev. Cope, § 532. 

™ Dev. Gen. Corp. L. § 242. 

*® Iii. Rev. Srat., c. 32, §§ 157.52, 157.53 (1953). 
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there is no tax on unissued shares, the corporation may, and commonly does, 
provide for an authorized capital so large that it will not foreseeably be ex- 
hausted.176 

The shares must also be free of pre-emptive rights of other shareholders. 
There is some doubt as to whether these rights apply to shares which were 
authorized by the corporation’s original charter 177—a situation which will 
commonly prevail in Illinois corporations. But it is better to cover the sub- 
ject explicitly by a charter provision, which may deny pre-emptive rights in 
already authorized shares, or exempt from pre-emption such shares as may 
be sold to officers and other employees.78 

If the corporation desires to maintain pre-emptive rights it may main- 
tain a system of share purchase rights by re-acquiring from shareholders 
sufficient shares to fulfill the demand.!”® There is much to be said for this 
policy in that it makes the true cost of the program appear on the books, 
and protects the shareholders against the unseen dilution of their equity. 
But it has little appeal for managements, since free surplus must be found for 
the re-purchases, and expendable cash will be diminished. 

The most stringent restrictions on compensation via stock options are 
imposed by the Internal Revenue Code. In order to free the employee from 
incurring a tax at the time of exercise of the option, the option price must 
be at least eighty-five per cent of the market at issuance,!*° and ninety-five 
per cent in order to bring transactions under the “capital gains” tax.1*! Tax 
advantages are also lost when options are granted to a shareholder who casts 
more than ten per cent of all shareholders’ votes.!*? 

Some serious questions about the operational soundness of share pur- 
chase plans have been raised in legal and business commentaries.’** One 
comment is that the option gives the officer a greater interest in the market 
price of the shares than in the welfare of the company (assuming these can 
be separated). This would seem to accentuate the already exaggerated inter- 


"6 Id, §§ 157.126—157.140; see Worthey, Organizing a Corporation, 42 It. B.J. 30, 
35 (1953). 

™ Right denied: Dunlay v. Avenue M Garage & Co., 253 N.Y. 274, 170 NE. 917 
(1930); Yasik v. Wachtel, 25 Del. Ch. 247, 17 A.2d 309 (1941). 

Right recognized: Humboldt Driving Park Assn. v. Stevens, 34 Neb. 528, 52 N.W. 
568 (1892); Morris v. Stevens, 178 Pa. 563, 36 Atl. 151 (1897). 

18 Dev. Gen. Corp. L. § 102(b) (3); Inu. Rev. Srat., c. 32, § 157.24 (1953). The 
latter also contains a provision for issue to employees without a charter provision, by 
approval of two-thirds of the shareholders. Since the same proportion of shareholders 
may amend the charter, the advantage of using this clause is obscure. 

*® This practice was shown to have been used in Rogers v. Guaranty Trust Co., 
288 U.S. 123, 53 Sup. Cr. 295 (1933). 

Int. Rev. Cope, § 421(d) (1). This requirement is a far cry from the practice in 
the American Tobacco case (Rogers v. Guaranty Trust, supra note 179), in which 
shares worth $112 on the market were optioned to officers at $24. 

1 INT. Rev. Cope, § 421(b). 

™ Id. § 421(d) (1) (C). 

8 Supra, note 169. 
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est in plowing in earnings. Plowed-in earnings have the double utility, to an 
executive, of pushing up the intrinsic value of the stock (and presumably 
the market) while decreasing the regular dividends on which the share- 
holding executive would have to pay ordinary income tax rates. 

Although compensation by stock options appears to save taxes for 
executives, it saves none for the corporation. A comparable payment of 
cash income would result in a deductible expense for the corporation, 
reducing its income tax. But issuance of stock options does not necessarily 
make any change in the corporation’s treasury, and effects no allowable 
charge against taxable income.1*4 

Perhaps the most serious complaint against stock option plans is that 
their cost is nearly invisible to shareholders. Books can be balanced without 
showing any expense on the financial statements, since corporate assets are 
not diminished. Yet there is no magical way of putting money into one 
pocket without taking it from another. Stock options are actually taken out 
of the shareholders’ pockets by diluting their participation in control and 
equity. In listed securities, the proxy statements must reveal the value of 
rights allowed to directors, 18° and the Securities and Exchange Commission 
requires presentation of the relevant facts in footnotes to financial state- 
ments.186 But the amount to be charged to expense is only the spread at the 
time the option was granted, which may be nothing.!** For companies out- 
side S.E.C. jurisdiction, there is no effective requirement of disclosure. 

The criticisms of stock options do not fall under any established heading 
of illegality, and have proved nearly impotent in litigation. In the famous 
American Tobacco case, the merits of the stock option plan were lost among 
procedural problems, 18° and a settlement was made.!*® In summary, stock 
options remain as a means of paying executives in a manner which minimizes 
their taxes, causes no visible expense to the corporation, and gives no cause 
of action to minority shareholders. If this recommendation were not enough, 
we must add that these plans probably do attract executives, and probably 
give them an intense interest in the continued well-being of their companies 
as income-producing units. 


SHARE SURRENDER 


Increased attention is being given by today’s business owners to getting 
money out of their enterprises by surrendering their shares. For example, a 
partner who wants to withdraw more money from the business than do his 


“Int. Rev. Cope, § 421(a) (2). 

5 SE.C. Reg. X-14, Sched. 14-A, Item 7. 

6 S.E.C. Reg. S-X, Rule 12-15. 

18t A MERICAN INSTITUTE OF ACCOUNTANTS, RESTATEMENT AND REVISION OF ACCOUNT- 
ING ResEARCH BULLETINS, 123 (1953). 

*® Rogers v. Guaranty Trust Co., supra note 179. 

18° WASHINGTON, CORPORATE EXECUTIVES’ COMPENSATION 273-274 (1942). 
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associates may withdraw the amount of money he wants, and charge his 
capital account. Assume he was formerly a three-tenths contributor; he 
withdraws one of his three tenths, and becomes a two-ninths contributor. 
Except as otherwise agreed, his voice in management and his share in profits 
will remain equal to the other partners.!® However, if capital contributions 
are covered by the partnership agreement, unanimous consent will be re- 
quired to make the withdrawal without violating the articles.1® 

The same sort of procedure may be used in a corporation, with the 
terminology curiously reversed. In corporation law, we think of the “share” 
as a piece of paper rather than as money contributed, so we speak not of 
“withdrawing” the share, but of “surrendering” it. The corporation, on the 
other hand, may be said to “reacquire” the share. More specific terms, such 
as “redeeming,” “retiring,” “purchasing,” and “cancelling” are used to de- 
scribe reacquisitions with particular legal effects. 

From an operational point of view, share surrender has some elements 
in common with profit distribution. Like a dividend, it drains the treasury, 
despite the “curious fiction” that the shares become a treasury asset.1®? The 
operational advantage is that it permits selective distribution. Those who 
want more money may take it without affecting the position of those who 
don’t. 


Re-acquisition Charged to Surplus 


Early corporations apparently laid no plans for re-acquisition of shares. 
In such cases, judges greeted re-acquisitions with great hostility. Some of 
them thought payment for shares was beyond corporate powers, regardless 
of the company’s financial status.!®* Currently, they generally agree that 
shares may be re-acquired if the corporation has a surplus which would be 
available for common dividend distribution.!** Modern corporation statutes 
expressly permit purchase from unrestricted surplus.'®> 

When the corporation’s free surplus is used up, the distribution of funds 
through share re-acqusition is temporarily halted. But not for long. The re- 
acquired shares may be “cancelled” °° or “retired.” 1°* This does not mean 


Tit. Rev. Stat., c. 106%, § 18(a), (e) (1953). 

™ Id. § 18(h). 

™ Ballantine, The Curious Fiction of Treasury Shares, 34 Cau. L. Rev. 536 (1946); 
Murphy, How to Handle Treasury Shares, 10 Inst. Fev. Tax 1161 (1952). 

™ Trevor v. Whitworth, 12 App. Cas. 409 (U.K. House of Lords, 1887); Pace v. 
Pace Bros. Co., 91 Utah 132, 59 P.2d 1 (1936). 

™ Dodd, Purchase and Redemption by a Corporation of its Own Shares—The Sub- 
stantive Law, 89 U. or Pa. L. Rev. 697 (1941). 

5 Tri. Rev. Stat., c. 32, § 157.6 (1953); Det. Gen. Corp. § 160. 

Trt. Rev. Stat., c. 32, § 157.58a (1953) (applies to both common and preferred 
shares). 

Devt. Gen. Corp. L. § 243(b) (applies only to preferred or special classes of 
shares). 
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that identical shares will not be issued later, but it has the effect of wiping 
these shares off the stated capital account,!** and reconstituting the surplus 
which was used for the first purchase. Thus a small earned surplus could be 
used as a revolving fund to retire almost the entire capital stock of the 
company.1® 

A special problem arises when the corporation re-acquires shares at 
prices lower than the stated capital attributed to them. Since assets are re- 
duced Jess than capital, an apparent increase in surplus occurs. This loophole 
is plugged in the Illinois statute by a provision that such surplus is “paid-in 
surplus,”2 available only for restricted purposes.?®! Its use to re-acquire 
more stock is specifically forbidden.?°? In Delaware, surplus is not classified; 
surplus arising from capital reduction may presumably be used as freely as 
though it were earned. 


Re-acquisition Charged to Capital 


While Illinois restricts purchases of common shares to free surplus 
funds, the greatest latitude is allowed in re-acquiring shares which are 
“redeemable.” A share is made redeemable by providing in the charter that 
the corporation has an option to re-acquire it at a stated price.?°% Such a 
provision is authorized only for shares of “preferred or special classes;” the 
corporation must have some shares that are not redeemable. 

A corporation may “redeem” its shares, whether it has any surplus or 
not; redemption may be charged to the capital account.?°* Usually redemp- 
tion prices are above par; but the capital used does not have to be capital 
attributed to the same class of shares. So the common capital as well as the 


we. . the stated capital of the corporation shall be deemed to be reduced by 


that part of the stated capital which was, at the time of such cancellation, represented 
by the shares so cancelled, and the share so cancelled shall be deemed to be authorized 
but unissued shares.” Itt. Rev. Srat., c. 32, § 157.58a (1953). The Delaware statute is to 
the same effect. 

In Delaware, only the preferred or special shares can be retired,” so as to re- 
constitute the fund; therefore, common shares could not be completely retired unless 
the surplus fund was enough to buy all of them at one operation. In either state, the 
Secretary of State would probably object to receiving a certificate of cancellation of 
all shares of all classes, on the general principle that corporations must have shareholders. 
In Illinois, there is a statutory basis for insisting that the capital and paid-in surplus 
should not be reduced below $1000 (Itt. Rev. Srat., c. 32, § 157.60b [1953]), but this 
would not necessarily be violated if the shares could be purchased without exhausting the 
last thousand dollars of net assets. 


2 Tut. Rev. Stat., c. 32, § 60 (1953). 

Id. §§ 157.41(b), 60a. 

78 Id. § 157.6. 

208 Id. § 157.14(a). “Redemption” in corporation law means reacquisition pursuant to 
charter provisions. BALLANTINE, Corporations 509 (Rev. 1946). But in the Internal 
Revenue Code of 1954 “redemption” includes all forms of reacquisition: § 317(b). 


2% Trt. Rev. Stat., c. 32, §§ 157.6, 157.58 (1953). 
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preferred may be raided to redeem the preferred shares.2°° There is only 
one limitation: the net assets remaining must be enough to cover involuntary 
liquidation preferences of the preferred shares which remain outstanding.?* 
If the whole preferred issue is retired, this clause brakes nothing. The whole 
of the corporation’s capital could be paid out in a redemption operation. 

Once we concede that shares may be redeemed from capital, a wide field 
of manipulation opens. Suppose the redemption price is one hundred five (it 
is usually over par) and the market price is ninety-eight. If the company’s 
soundness is undamaged by redemption at one hundred five, it will surely 
not be impaired by repurchase at ninety-eight. So the statute permits pur- 
chase of redeemable shares at anything less the redemption price, with a 
charge to the capital account.?°7 

Delaware laws with respect to redemption of preferred shares are 
basically similar to those of Illinois; capital may be charged with the cost of 
redemption.”°* With respect to the purchase of shares from capital, the 
Delaware statute does not require that they should be redeemable; it is 
sufficient that they are “preferred or special.” 2°® In other words, so long as 
the company has some common shares, all other classes may be purchased 
from capital funds. 

The purchase of redeemable shares offers a convenient method of 
distributing money when the corporation has an impaired capital, and could 
not lawfully declare dividends even on preferred shares. Furthermore, each 
purchase may effect an improvement in the corporate balance sheet. If a 
hundred-dollar-par share is repurchased at ninety dollars and cancelled, the 
company makes a balance-sheet gain of ten dollars. It may thereby achieve 
the near-miracle of wiping out its deficit by paying out its money. 


Tax Advantages 


In today’s inflated world, the main reason for share re-acquisition is not 
to escape deficits, but to escape taxes. Under the Internal Revenue Code, 
the surrender of a share in exchange for money or property is likened to 
the sale of the share.?!° The shareholder’s gain, if any, is capital gain; if the 
holding period has been six months or more, the maximum personal income 
tax will be at the rate of twenty-five per cent *"! instead of ninety-one per 
cent.?!2 


2 Accord, without specific statutory authorization: Crimmins & Peirce Co. v. 
Kidder Peabody Acceptance Corp., 282 Mass. 367, 185 N.E. 383 (1933). 

2 Tit. Rev. Srat., c. 32, § 157.58 (1953). 

2" Id. §§ 157.6, 157.58. 

8 Det. Gen. Corp. L. § 243. 

2® Ibid. 

7 Int. Rev. Cope, § 302(a), using “redemption” to describe all reacquisitions, as 
provided by § 317(b). 

1 InT. Rev. Cope, §§ 1201-1202. 

3 Id. § la. 
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In order to qualify as a capital asset transfer, the surrender must be 
genuine; it must not be “essentially equivalent to a dividend.” 24% The 
question is, what is “essentially equivalent to a dividend?” 

In one aspect, all share surrenders for cash are essentially equivalent to 
dividends; that is, they take money from the treasury, and supply it to a 
shareholder as a dividend does. In another aspect, all re-acquisitions for 
value are unlike dividends, because they all involve relinquishment of share 
ownership which ordinary dividends do not involve. Consequently “essential 
equivalence to a dividend” defies categorical analysis. The 1954 Code articu- 
lates a long held Treasury view that a re-acquisition is not like a dividend 
if it is distributed unevenly among the shareholders.”!* This provision prob- 
ably overrules a few earlier decisions which found non-equivalence even 
though all shareholders participated equally.?® 


LIQUIDATION 
Liquidation of What? 


“Liquidation” is used today in at least two senses which have differences 
important to us. In one sense, it refers to liquidation of a business enterprise. 
The assets of the enterprise are sold, and it does not continue as a going 
concern with the same or any other members. 

In a second sense, liquidation may take place although the enterprise 
goes on. This happens when the business is sold as a going concern, and the 
only thing that is liquidated is the business entity which formerly conducted 
the enterprise. 


Individual Proprietors 


Liquidation in the first sense is the only kind that would interest an 
individual proprietor. He cannot wind himself up; this privilege is saved for 
his executor or administrator. 

The principal problems of enterprise liquidation are practical ones. 
When a business is closing itself up, few profits are made, but expenses have 
a way of continuing. If insolvency should develop in the course of liquida- 
tion, bankruptcy becomes almost a necessity; otherwise each payment to a 
creditor becomes a voidable “preference.” ?1¢ 

If solvency is successfully avoided, there are a few tax problems to 
worry about. If the closing-out sale of merchandise and equipment yields 


8 Id. § 302(b) (1). 

4 Id. § 302(b) (2); cf. U.S. Treas. Reg. 118, § 39.115(g)-1(a) (2) (1953). 

75 Commissioner v. Snite, 177 F.2d 819 (7th Cir. 1949) (not equivalent where 
corporation purchased shares for later distribution to employees under stock options); 
Mayer v. C.LR., 154 F.2d 55 (3d Cir. 1946) (equivalence not shown where availability of 
earnings not proved). Cf. Kirschenbaum v. C.I.R., 155F.2d 23, (2d Cir. 1946) (Tax 
Court’s finding of equivalence stands), cert. denied, 329 U.S. 726, 67 Sup. Ct. 75 (1946). 


*8 Bankruptcy Act § 60(a) (1), (b), 11 U.S.C. § 96(a) (1), (b) (1952). 
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profits, careful records must be made to separate merchandise profits from 
equipment profits. The latter are entitled to the capital gains rate.*!7 Since 
gain is figured on the depreciated cost of the assets,?!8 gains will generally 
be recorded when generous depreciation deductions have been claimed for 
prior years. 

If liquidation profits are large, one measure may keep them within 
bounds. That is to arrange for deferred payments, over a period of three or 
more years. This device will avoid pushing the seller’s income into abnormal 
tax brackets for a single year.?1® 


Partnerships 


The law of partnership liquidation is singularly well set forth in the 
Uniform Partnership Act, which designates the process by the British term, 
“winding up.” 22° All partners are entitled to participate in winding up the 
business, as they were in running it, except those who have wrongfully caused 
the dissolution.?*! A partner who carries on the liquidation after the others’ 
death is entitled to a reasonable allowance for his labors.??? 

As assets are liquidated, the partnership’s obligations must be paid in 
the order which the act prescribes.?*3 Partners may be creditors, but must 
pay themselves last;?** if they pay themselves without first caring for outside 
creditors, they commit a fraudulent conveyance under the Uniform Fraudu- 
lent Conveyance Act and the Bankruptcy Act.?*5 

Profits (if any) are last distributed. They consist of what is left after 
all debts have been paid, and capital contributions repaid. They belong to 
the partners in the shares agreed on, and not (as sometimes supposed) in the 
proportions of the capital contributions. Oddly, this is the first time in the 
life of the partnership when the law supplies a right to demand a profit pay- 
ment. Pre-liquidation payments are not provided for by any express pro- 
vision in the Uniform Partnership Act, and can be claimed only by consent 
of a majority of the partners, or pursuant to prior agreement. 

If the business is to be sold rather than liquidated, it will probably be 
sold before the liquidation of the partnership. It is difficult to conceive of a 
sale of a partnership business after liquidation. Suppose the firm liquidates 
by conveying its business to the partners as individuals; they are now “co- 


7 Int. Rev. Cope, § 1231. 

318 Id. § 1016(a) (2). 

9 Id. § 453(a), (b). 

0 UNIFORM PartTNersHiP Act, §§ 29, 30, 37; Inu. Rev. Srat., c. 106%, §§ 29, 30, 37 
(1953). 

1 ILL. Rev. StaT., c. 106%, § 37 (1953). 

22 Id. § 18(f). 

"8 Id. § 40(b), (c). 

4 Ibid. 

5 U.F.C.A. § 8; Bankruptcy Act § 67 (d) (4), 11 U.S.C. § 107(d) (4) (1952). 
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owners” of a business, and therefore partners again.??6 The peculiar distinc- 
tions between selling a business before or after liquidation, which tax plan- 
ners have conjured up in corporation law, seem to have no place in the 
law of partnership. 


Corporations 


In corporations, much theory has grown-up around distinctions be- 
tween sale of a business by a corporation, whether going or in dissolution, 
and sale by the shareholders of a former corporation. 

When the business is sold by a going corporation, statutory formalities 
are required. Under Illinois charters, the sale must be proposed by the di- 
rectors, approved by the shareholders, and finally adopted by the directors.??7 
For the directors, assent must be given by a majority of votes out of a 
majority quorum;??8 for the shareholders, the law requires a two-thirds 
absolute majority.?° All these requirements may be raised by special charter 
provisions.”*° Dissenting shareholders have the right to be paid in cash the 
value of their shares as appraised without reference to the proposed sale.?3! 

In Delaware, procedure is slightly more streamlined. Although share- 
holders must authorize the sale on which directors decide, a majority of 
shareholders is normally sufficient,?°? and the dissenters have no appraisal 
rights. 

The sale of the business has, in itself, no effect on the entity which we 
call the corporation. Its officers and directors still hold office, even though 
they have nothing to do except to maintain the capital and paid-in surplus. 
The capital and paid-in surplus (if any) must be maintained, even though 
there is no business to be conducted with them, until dissolution. 

Dissolution of a corporation is a formal affair. First, it must be decided 
upon by the directors, approved by two-thirds of the shareholders, certified 
by the Secretary of State, and published or recorded.?%8 

After this step, liquidation of the entity proceeds, by selling property, 
paying debts, and distributing the remainder, if any, among the share- 


6 Tit. Rev. Stat., c. 106%, § 6 (1) (1953) defines a partnership as “an association 
of two or more persons to carry on as co-owners a business for profit.” 

21 ILL. Rev. Srat., c. 32, § 157.72 (1953). 

28 1d. § 157.37. 

9 Id. § 157.72(c). 

23° Iq, §§ 157.37 (directors), 157.146 (shareholders). 

1 Id. § 157.73. 

2° Det. Gen. Corp. L. § 271. 

73 Tri. Rev. Srat., c. 32, §§ 157.76, 157.77; Det. Gen. Corp. L. § 275. For a dissolu- 
tion by vote, both require two-thirds absolute majorities of shareholders, but Delaware 
also requires a simple absolute majority of directors. Both permit unanimous written 
consent of shareholders as a substitute for assent by vote: Itt. Rev. Srat., c. 32, § 157.75 
(1953); Det. Gen. Corp. L. § 275(d). Both require a recording in a county office, but 
Delaware also requires a preliminary newspaper publication: Det. Gen. Corp. L. $§ 
275 (a). 
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holders.”** Finally, when this process has been completed and certified, or (in 
Delaware) when three years have elapsed, the corporation finally ceases to 
exist.235 

Terminology differs among states. The Delaware law resembles the 
Uniform Partnership Act, in that “dissolution” designates that preliminary 
act which changes the organization from one for carrying on a business to 
one for winding up a business.?8* Under the Illinois law, “dissolution” seems 
to designate the process of winding up, which begins with the statement of 
intent, and ends with the certificate that it has all been done. 

The provisions of corporation law reveal that their framers con- 
templated sale of a business either by a going corporation, or by a dissolved 
(or dissolving) corporation. What they did not contemplate was a “distribu- 
tion” of the going business to the shareholders, and a sale of it by them. 
This peculiar maneuver, however, became a commonplace in recent years. 
The reason was the “double tax.” If the corporation (whether dissolving or 
not) sold the business, it incurred a tax of whatever gain it realized. When 
the corporation distributed the remainder of the proceeds (after paying the 
the tax) to shareholders, they were taxed on their gain (if any remained).97 

Since the corporation in such cases received gain only as a conduit to 
shareholders, tax advisers devised a pattern whereby corporations rebuffed 
tenders for their assets, but dissolved quick as a wink, whereupon their 
former shareholders, now co-owners of the old assets, entertained new ten- 
ders from the same source.?3% This little drama might have been called 
“No, no, a thousand times no (not till I get ready).” It received judicial 
blessing when the original rebuffs were proved genuine, and furnished much 
employment to tax lawyers. But it always lived under a cloud of doubt, lest 
a court should hold, on the facts, that the sale eventually made was really 
pursuant to a meeting of the minds before dissolution; the leading case bore 
the ironic title of Court Holding Company.?*® 

The elaborate circumnavigation required by the Court Holding doc- 
trine has probably been laid to rest by one of the salutary reforms of the 
1954 Revenue Act. If the corporation completely liquidates within a year 
after sale of its assets, the only tax to be paid on the gain will be the share- 
holder’s tax.24° The double tax is eliminated. Lawyers will still have to plan 


Tri. Rev. Srat., c. 32, §§ 157.78, 157.79 (1953); Dev. Gen. Corp. L. § 278. 

Tit. Rev. Stat., c. 32, §§ 157.80, 157.81 (1953); Det. Gen. Corp. L. § 278. 

3% UNIFORM ParTNERSHIP AcrT, §§ 29, 30, 41. 

** For a general discussion of related problems, see Kramer, Problems of Corporate 
Liquidation, 11 Inst. Fev. Tax. 491 (1953). 

** United States v. Cumberland Public Service Co., 338 U.S. 451, 70 Sup. Cr. 280 
(1950) (sale by former shareholders of utility company of transmission lines received on 
liquidation of the corporation). 

*” Commissioner v. Court Holding Co., 324 U.S. 331 (1945) (completion by former 
shareholders of sale negotiated with predecessor corporation). 

Int. Rev. Cone, § 337. 
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the transaction carefully to come within the provisions of the statute. But 
the premium will be on frankness and expedition instead of obscuration and 
deferment. 


SALES OF SHARES 


It is evident that all means of getting money out of a business without 
paying ordinary income tax rates are mined with booby-traps.?#! For the 
small investor whe cannot manipulate his corporation’s policy, and for most 
individual proprietors and partners, there is seldom any way. 

If these people want to reduce their investment in an enterprise, and 
pay minimal taxes, they are practically confined to the simpler and surer 
road of selling their shares, or part of them, to someone else. Gains on sales 
of shares are capital gains, even though the larger part of the appreciation 
may be attributed to accumulated income. But these are not ways of 
“getting money out” of the enterprise, which is the subject of this paper. 
They are ways of getting money out of another investor, without touching 
the enterprise’s money at all. 


*** See, however, Friedman & Silbert, Acquisition of Corporate Funds at Capital 
Gains Rates, 11 Inst. Fev. Tax. 215 (1953); Durbin, Capital Gains v. Ordinary Income, 
42 Inv. B.J. 464 (1954). 











TRADING IN BUSINESS OWNERSHIP 


BY BENJAMIN H. WEISBROD * 


THE BUSINESS OWNERSHIP which is referred to in the title of this 
paper is limited to that represented by shares issued by a corporation organ- 
ized for profit and by comparable entities such as business trusts. The limi- 
tation goes even further in that it is not proposed to consider, except inci- 
dentally, the sale of the shares of a corporation by the sole shareholder or 
by a small number of shareholders’ acting as a unit, where all of them receive 
for their shares that part of the selling price which is proportionate to their 
stock ownership. That is not to say that the sale by a sole proprietor or sole 
stockholder of his interest in a business does not raise substantial problems, 
particularly as to tax implications and consequences, establishment of title, 
contingent, unknown or unexpected liabilities, and similar difficulties. The 
restrictions mentioned have been adopted both to limit the length and scope 
of the paper and to bring into sharper focus the matters which it is pro- 
posed to consider. 


PURCHASE OF SHARES 


No difficult legal problem of the kind being considered is ordinarily 
encountered by a purchaser of shares if he is not otherwise associated with 
the seller or the corporation which has issued the shares that are being pur- 
chased. The difficulties that are apt to arise in connection with a purchase 
of corporate shares, now to be discussed, are those which have their origin 
in the fact that the buyer is an officer or director or a controlling stock- 
holder of the issuing corporation. Probably such a buyer need have no 
worries as to a complaint by the seller if nothing occurs within a reasonable 
time after the sale is effected to cause the value of the shares traded in to rise 
materially in published or quoted value. If such a rise occurs, the seller who 
sees the shares he sold at X dollars being quoted or traded in at 2 X or more 
may very well begin looking around to see if he has been imposed upon by 
one of those Machiavellian creatures called, often disdainfully, an “insider.” 
Did the insider have some special or secret information auguring a rise in 
the value of the shares? If he did, or if a showing can be made to indicate 
that he did, the buyer may be compelled to pay the seller an amount 
measured by the increase in value of the shares. Of course, if the buyer ex- 
pected a favorable development and the matter to which his inside informa- 
tion related did not come to pass or if the over-all effect of all the develop- 


*BENJAMIN H. WEISBROD. A.B. 1914, Cornell University; LL.B. 1917, 
Harvard University; member of the firm of Wilson & Mcllvaine of 
Chicago. 
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ments affecting the market or sales value of the stock was depressive and the 
market price declined, the seller would have nothing about which to com- 
plain; clearly, neither would the insider. (We shall consider later whether a 
buyer has an enforcible right to complain if he is an outsider, the seller an 
insider, and there is a break in market price.) 


Purchase by Officer, Director, or Controlling Stockholder 


Let us now consider the exposure to liability of the buyer who is an 
officer, director, or controlling stockholder and who purchases the stock of 
another stockholder. First, the case that has arisen most frequently in the 
past: an officer or director of C Company approaches shareholder S$ and 
offers to buy S’s shares at the current over-the-counter price. The dickering 
may be short or protracted but a deal is made and not long after the share 
certificate is delivered to the buyer there is a rise—let us say it’s spectacular 
—in the quoted price of C Company shares. Let us assume that the rise is 
due to the fact that oil was found on some land owned by C Company, or 
that a basic patent covering a broad field has been issued to C Company, or 
that a favorable contract has been made with a nationally known distributor 
for the sale of the C Company’s products. 

There are three schools of thought as to whether in such a case (which, 
of course, has been oversimplified, since the elements bearing on the market 
price of regularly quoted stocks over extended periods of time are various 
and have diverse effects) the seller has a good cause of action against the 
buyer to recover the increased value of the shares sold. First, it should be 
made clear that there is no doubt, and all authorities appear to be agreed, as 
to the liability of the buyer if he practiced fraud or deceit upon the seller— 
and some of the cases which find liability on other grounds might well have 
been decided on the simple basis of false statements made knowingly by the 
buyer to the seller and acted upon by the seller to his detriment.! 

But let us take the case where there is no common-law fraud or deceit. 
The rule that is supported by the majority of jurisdictions in this country 
and in England is that there is no such special relationship between an officer 
or director of a corporation and its individual shareholders as would impose 
special duty or obligation on the officer or director in his personal dealings 
with the individual shareholders with respect to their shares.” 


’Blazer v. Black, 196 F.2d 139 (10th Cir. 1952); Westwood v. Continental Can 
Company, 80 F.2d 494 (5th Cir. 1935); American Trust Co. v. California Western States 
Life Ins. Co., 15 Cal. 2d 42, 98 P.2d 497 (1940); Sauter v. Fulmer, 258 N.Y. 107, 179 
NE. 310 (1932); Saville v. Sweet, 254 N.Y.S. 768 (1932), affirmed per curiam, 262 N.Y. 
567 (1933); Von Au v. Magenheimer, 110 N.Y.S. 629 (1908); McMynn v. Richardson 
Phenix Co., 186 Wis. 442, 201 N.W. 272 (1924). 

* Gillett v. Bowen, 23 Fed. 625 (8th Cir. 1885); Bawden v. Taylor, 254 Ill. 464, 
98 N.E. 941 (1912); Hooker v. Midland Steel Company, 215 Ill. 444, 74 N.E. 445 (1905); 
Bacon v. Soule, 19 Cal. App. 428, 126 Pac. 384 (1912); Stout v. Cunningham, 33 Idaho 
464, 196 Pac. 208 (1921); Tippecanoe County Commissioners v. Reynolds, 44 Ind. 509 
(1875); Waller v. Hodge, 214 Ky. 705, 283 S.W. 1047 (1926); Goodwin v. Agassiz, 
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Position of an Officer 


The problem can be more clearly analyzed if one does not treat officers, 
directors, and controlling or majority stockholders as in the same category. 
The relation of an officer to a stockholder is certainly not the same as that 
of a director or of controlling or majority stockholders. The officer, elected 
by the directors to carry on the day-to-day functions of the corporation, is 
the corporation’s servant and has the duties and obligations to the corpora- 
tion arising from his position and relation. Among those duties and obliga- 
tions are loyal service and refraining from making a personal profit at the 
cost or expense of the corporation. It is not hard, on paper, to vault from 
duties and obligations to the corporation to duties and obligations to the 
stockholders as a whole, the owners of the corporation, and then to reason, 
from the mathematical proposition that the whole is equal to the sum of its 
parts, that duties and obligations owed by an officer to the stockholders as a 
group are likewise owed to each member of the group. Our logician prob- 
ably disregards the fact that this would lead to an impossible situation where 
the officer would be pulled and hauled in any number of directions, since he 
would be called upon to serve at the same time, if he could, the varied 
interests of different stockholders, each having different desires and motives 
and each impelled by his own profit which may be directly opposed to the 
profit of other stockholders. 

It is submitted that the officer’s duty is essentially, primarily, and almost 
exclusively to the corporation. If he performs that duty well and the corpora- 
tion profits, the corporation will benefit directly and, through the probable 
increase in value of his shares and in dividends, the stockholder indirectly. 

Does the officer then have such a duty to an individual stockholder that 
it has a restrictive or prohibitory influence on his desire to purchase stock 
from the stockholder, who is in most cases the only seller that is available 
to the officer? The writer is of the opinion that normally one who is a 
corporate officer only (and not also a director or controlling stockholder, 
whose situation will be considered later) does not have a duty to a stock- 
holder, ready and willing to sell his stock, to communicate to the prospective 
seller all the information the officer has about their corporation. 

It is especially difficult to find such a duty when the officer buys on a 


283 Mass. 358, 186 N.W. 659 (1933); Schuur v. Berry, 285 Mich. 654, 281 N.W. 393 
(1938); Walsh v. Goulden, 130 Mich. 531, 90 N.W. 406 (1902); Seitz v. Frey, 152 
Minn. 170, 188 N.E. 266 (1922); Connolly v. Shannon, 105 N.J.E. 155, 147 Atl. 234 
(1929); Keely v. Black, 91 N.J.E. 520, 111 Atl. 22 (1920); Crowell v. Jackson, 53 N.J.L. 
656, 23 Atl. 426 (1891); Carpenter v. Danforth, 52 Barb. 581 (N.Y. 1868); Fischer v. 
Guaranty Trust Company, 18 N.Y.S.2d 328 (1940), affirmed per curiam, 285 N.Y. 679, 
34 N.E.2d 379; Binns v. Copper Range Co., 335 Pa. 257, 6 A.2d 895 (1939); Moore v. 
Steinman Hardware Company, 319 Pa. 430, 179 Atl. 565 (1935); Krumbhaar v. Griffiths, 
151 Pa. 223, 25 Atl. 64 (1892); Shaw v. Cole Mfg. Company, 132 Tenn. 210, 177 S.W. 
479 (1915); Haarstick v. Fox, 9 Utah 110, 33 Pac. 251 (1893), affirmed, 156 U.S. 674, 
15 Sup. Ct. 457 (1895); Haverland v. Lane, 89 Wash. 557, 154 Pac. 1118 (1916); 
3 FietcHer, CycLopepia oF Corporations 778, § 1168.1, note 63 (1947). 
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national securities exchange through a broker who deals only with another 
broker who has an order from the stockholder to sell. In such a case there 
is no contact between the buying officer and the selling stockholder. And 
most brokers, being jealous of their customer lists, would probably refuse 
to disclose the identity of the seller if the officer should wish to communicate 
information to the seller. More often than not, the same situation obtains in 
the case of a purchase and sale on the over-the-counter market between 
dealers, one acting for the buyer and another for the seller. That leaves the 
case where the officer goes directly to the stockholder with an offer to buy 
or is approached directly by the stockholder with an offer to sell. Does the 
officer in such a case have a duty to volunteer any information he has about 
the corporation, its earnings, financial condition, prospects, potentially 
profitable arrangements and the like? The majority view is that he does not 
and that he need not answer questions put to him by the stockholder. 
Clearly if he does not answer questions the stockholder may draw his own 
conclusions; if the officer does answer questions, he must do so truthfully or 
face the prospect that he may be confronted with a claim that he has been 
guilty of fraud or deceit. We shall consider later the consequences that may 
flow from a failure to answer fully. 

A minority of jurisdictions in this country impose an affirmative duty on 
the officer in such a situation to speak and, of course, to speak fully and 
truthfully. The argument is that the officer is the agent and a fiduciary of 
the corporation and therefore of the stockholders who own the corporation 
and therefore of each individual stockholder. Having by this process created 
a fiduciary relation between the officer and the stockholder, the officer is 
then held to the high standard of a trustee in his obligation to his cestui que 
trust. The argument is that since a trustee may not make a profit at the ex- 
pense of his cestui, an officer may not do so at the expense of a stockholder 
unless the former has made an exhaustive disclosure of facts concerning the 
corporation, its business and prospects.* 


>Dunnett v. Arn, 71 F.2d 912 (10th Cir. 1934); Oliver v. Oliver, 118 Ga. 362, 
45 S.E. 232 (1903); Bettendorf v. Bettendorf, 190 Iowa 83, 179 N.W. 444 (1920); Dawson 
v. National Insurance Company, 176 Iowa 362, 157 N.W. 929 (1916); Hotchkiss v. 
Fischer, 136 Kan. 530, 16 P.2d 531 (1932); Stewart v. Harris, 69 Kan. 498, 77 Pac. 277 
(1904); Buckley v. Buckley, 230 Mich. 504, 202 N.E. 955 (1925); 3 FLretcHer, CycLopepia 
oF CorporaTIons 783, § 1168.2 (1947). 

‘More than one decision has gone so far as to find, by this process of reasoning, 
that the officer has a fiduciary relation to the stockholder and then to apply the high 
standards, appropriate in cases of partners and of trustee and cestui que trust, so often 
quoted from the opinion of Judge Cardozo in Meinhard v. Salmon, 249 N.Y. 458, 463- 
464, 164 N.E. 545, 546 (1928) as follows: 

“Joint adventurers, like copartners, owe to one another, while the enterprise con- 
tinues, the duty of the finest loyalty. Many forms of conduct permissible in a workaday 
world for those acting at arm’s length, are forbidden to those bound by fiduciary ties. 
A trustee is held to something stricter than the morals of the market place. Not honesty 
alone, but the punctilio of an honor the most sensitive, is then the standard of behavior. 
As to this there has developed a tradition that is unbending and inveterate. Uncom- 
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The burden thus placed on an officer would in most cases prevent his 
purchasing any stock in the corporation he serves except from the corpora- 
tion itself. This results from the fact that it is the very unusual case where 
matters are either deep black or pure white. And imagine an officer attempt- 
ing to state to a prospective seller of his corporation’s stock everything in 
effect that the corporation states in a prospectus descriptive of its common 
stock that is filed under the Federal Securities Act of 1933. Indeed, it is con- 
ceivable that such a statement might be inadequate because the Securities and 
Exchange Commission prescribes what a prospectus under the 1933 Act shall 
cover. Who can tell what pending: corporate matter may the next year prove 
or appear to be the cause of a substantial rise in the market price of the 
corporate stock? What court or jury would not be influenced by an after- 
the-fact argument that the officer’s purchase of the stock was motivated by 
his assurance (rather than his intentional speculation) that the particular 
prospect (which he might not mention because of its uncertain conse- 
quences) would result in a great improvement in the corporate future? A 
matter which was at the time of the sale in negotiation and which might or 
might not come to fruition will have become a certainty after the negotiation 
has been successful and it is then not a particularly difficult task to undertake 
to establish that the buyer must have known that an improvement in the 
corporate fortunes was assured. 

But one need not accept the majority rule without reservation. The field 
of corporate activity is so vast, the body of stockholders so heterogeneous, 
the mutations of corporate fortunes so fluctuating, and the urge to financial 
advancement so persistent that situations are bound to occur where courts 
are driven to the conclusion that the officer has taken such advantage of his 
superior position and knowledge that he should not be permitted to retain 
the benefit of his bargain. Such situations have given rise to the “special 
facts” or “special circumstances” doctrine, the purport of which is that the 
circumstances of the particular case may be such that the officer should be 
held to that standard which requires disclosure of the “special facts” or 
“special circumstances.” > A careful examination of the facts and a study 
of the decisions in the cases cited to support this doctrine will disclose that 


promising rigidity has been the attitude of courts of equity when petitioned to under- 
mine the rule of undivided loyalty by the disintegrating erosion of particular excep- 
tions. (Wendt v. Fischer, 243 N.Y. 439, 444). Only thus has the level of conduct for 
fiduciaries been kept at a level higher than that trodden by the crowd. It will not con- 
sciously be lowered by any judgment of this court.” 

*Broffe v. Horton, 172 F.2d 489 (2d Cir. 1949); Burnett v. Arn, 71 F.2d 912 
(10th Cir. 1934); Agatucci v. Corradi, 327 Ill. App. 153, 63 N.E.2d 630 (ist Dist. 1945); 
Wood v. McLean Drug Co., 266 Ill. App. 5 (1st Dist. 1932); Hobart v. Hobart Estate 
Co., 26 Cal.2d 412, 159 P.2d 958 (1945); Taylor v. Wright, 69 Cal. App.2d 371, 159 
P.2d 980 (ist Dist. 1945); Buckley v. Buckley, 230 Mich. 504, 202 N.W. 955 (1925); 
Jacquith v. Mason, 99 Neb. 509, 156 N.W. 1041 (1916); Poole v. Camden, 79 W.Va. 
310, 92 S.E. 454 (1917); Nichol v. Sensenbrenner, 220 Wis. 165, 263 N.W. 650 (1935); 
3 FLETCHER, CYCLOPEDIA OF CorPoRATIONS 786, § 1171 (1947). 
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in at least some of them there was active misrepresentation by the buyer 
sufficient to warrant granting relief to the seller without recourse to any 
doctrine of duty of disclosure. The leading case which is usually advanced 
in support of the “special facts” rule is Strong v. Repide,® where an officer 
(and director and controlling stockholder) who had it entirely within his 
control to determine whether the lands of his corporation should be sold at 
a price which would make its stock worth many times the quoted price, 
before exercising his control to bring about the sale, purchased the plaintiff's 
stock by concealing his identity as the buyer and using a third person as his 
agent—in fact, by procuring his agent to assert that the stock was being 
purchased for a relative of the agent. 

The difficulty that arises with the unconditional acceptance of this 
doctrine lies in its necessarily general terms and, as a consequence, in the 
lack of certainty in its application. The obviously unjust cases can be readily 
decided, but the practicing lawyer may be hard put in many cases to advise 
his client as to the consequences of a proposed purchase. 

It is to be observed that in two of the cases cited in the footnote 
(Buckley v. Buckley and Poole v. Camden) the court stated that there is a 
further expansion of the special facts rule in that one who gives some in- 
formation is required to withhold none at peril of losing the benefit of his 
trade. Certainly one should have little difficulty with that expansion of the 
rule if the facts withheld are required to prevent the information given 
being misleading. But much can be said against the proposition that an 
officer giving the stockholder full information as to, for instance, the re- 
sults shown in the last available income account and the condition disclosed 
on the latest balance sheet is then also required to disclose that the previous 
month the corporation filed an application for a patent which, if issued, 
would give the corporation a stronger position in its competitive field. 

Also having an impact on such a situation is Rule X-10-B-5 7 promulgated 
by the Securities and Exchange Commission to implement Section 10 of the 
Securities Exchange Act of 1934.8 The expansion of the common-law rule 


°213 U.S. 419, 29 Sup. Ct. 521 (1909). 

"Tt shall be unlawful for any person, directly or indirectly, by the use of any 
means or instrumentality of interstate commerce, or of the mails, or of any facility of 
any national securities exchange, 

(1) to employ any device, scheme, or artifice to defraud, 

(2) to make any untrue statement of a material fact or to omit to state a material 
fact necessary in order to make the statements made, in the light of the cir- 
cumstances under which they were made, not misleading, or 

(3) to engage in any act, practice, or course of business which operates or would 
operate as a fraud or deceit upon any person, 

in connection with the purchase or sale of any security. 

°48 Srat. 891 (1934), 15 U.S.C. § 78} (1951). It shall be unlawful for any person, 
directly or indirectly, by the use of any means or instrumentality of interstate com- 
merce or of the mails, or of any facility of any national securities exchange— 

(a) To effect a short sale, or to use or employ any stop-loss order in connection 
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which imposes liability for fraud and deceit to cover omissions “to state 
a material fact necessary in order to make the statements made, in the light 
of the circumstances under which they were made, not misleading” has 
received almost universal approval, and rightly so, ever since the incorpora- 
tion of the principle in Sections 12 and 17 of the Securities Act of 1933. 
Whether or not Rule X10-B-5 can properly be construed to apply “to 
directors and officers who, in purchasing the stock of the corporation from 
others, fail to disclose a fact coming to their knowledege by reason of their 
position, which would materially affect the judgment of the other party to 
the transaction” has been answered in the affirmative by a district judge of 
the Eastern District of Pennsylvania in Kardon v. National Gypsum Co.® in 
a case where liability of the defendants could have been readily found under 
the “special facts” doctrine. The writer respectfully suggests that it is 
difficult to find in the language of Section 10 of the Securities Exchange 
Act and of Rule X-10-B-5 a sound basis for liability on the grounds assigned. 

There is still another situation where an officer may not retain the bene- 
fit of a bargain which he has made and that is where, in disregard of his 
duty of loyalty to the corporation, he acts for himself to acquire stock which 
has been offered to, and which he should have arranged to acquire for, the 
corporation.!° But if an officer has an opportunity to purchase stock of his 
corporation he need not ordinarily tender to the corporation the right to 
purchase that stock.1! 


Position of a Director 


The decided cases place a director in at least as sensitive a category as 
an officer. (We are now considering, of course, the case of a director who 
is not an officer.) Logically there appears to be a more substantial basis for 
imposing a duty to individual stockholders on a director than on an officer. 
The courts reason that directors who are elected by the stockholders owe a 
duty to those who elect them. It is surely reasonable to accept the principle 
of responsibility of the director to the electing stockholders for proper 
performance of the director’s duty to oversee the conduct of the affairs 
of the corporation and to perform faithfully and well his duties qua director. 
But in the case of the director whose name is included on a slate (whether of 


with the purchase or sale of any security registered on a national securities exchange, 
in contravention of such rules and regulations as the Commission may prescribe as 
necessary or appropriate in the public interest or for the protection of investors. 

(b) To use or employ, in connection with the purchase or sale of any security 
registered on a national securities exchange or any security not so registered, any 
manipulative or deceptive device or contrivance in contravention of such rules and 
regulations as the Commission may prescribe as necessary or appropriate in the public 
interest or for the protection of investors. 

®73 Fed. Supp. 798 (E.D. Pa. 1947). 

” duPont v. duPont, 242 Fed. 98 (D.C. Del. 1917), cert. denied, 250 U.S. 642, 39 Sup. 
Cr. 493 (1919). 

11 Adams v. Mid-West Chevrolet Corp., 198 Okla. 461, 179 P.2d 147 (1946). 
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the management or of the opposition) and who is elected by the proxies of 
a large number of stockholders, it is not at all easy to find a sound logical 
basis for applying to him, in the field we are exploring, a principle different 
from that which is found applicable to an officer. 

But let us take two special cases, which arise out of the right of cumula- 
tive voting for directors. In the first case, consider the relation to one or 
more stockholders of a director who was elected by the vote or votes of 
that stockholder or those stockholders in the exercise of the right to vote 
cumulatively. While it is clearly the duty of that director to exercise his 
function for the good of the corporation and therefore for the benefit of all 
the stockholders, it would appear not to go too far to say that he should have 
a greater duty to those who elected him (which duty must be consistent with 
the overriding duty of all directors to the corporation and the whole body 
of stockholders) than the other directors, not so elected, would have. There 
appears to be an inherent weakness in his position if, having learned in the 
course of his service as a director of developments which would enhance the 
value of the corporate stock, he could go to the stockholder who elected him 
and by personal negotiation purchase the stockholder’s shares without dis- 
closing the favorable developments. It is believed that the same theory would 
not apply if the director asked his broker to go into the market and buy for 
him, the director, shares in the corporation and by chance he bought the 
shares of the stockholder whose vote elected him or contributed to his elec- 
tion and who was at the same time causing his shares to be offered for sale 
in the same market. 

In the second case arising out of the functioning of the cumulative 
voting principle, there appears to be no reason why director A, having 
been elected by the votes of stockholders X, Y and Z, should not be per- 
fectly free to purchase from any stockholders other than X, Y and Z, by 
direct personal negotiation any shares of the corporation that such other 
stockholders are willing to sell. Of course, director A still must tell the truth 
to the extent that he speaks at all to the other stockholders and must not 
withhold any facts necessary to avoid what he does say becoming mislead- 
ing. But there appears to the writer to be no particularly sound reason why 
that director should have a duty to the stockholder whose votes were not 
cast for the director’s election any greater than the duty of one not a 
director in purchasing the stockholder’s shares, except that, as pointed out 
above, if the director speaks at all he undoubtedly should and would be held 
to a higher standard of disclosure than one who is not a director. 


Position of a Stockholder 


If a majority or controlling stockholder, who has not used his power of 
control to dictate corporate action or policy, proposes to buy the shares of 
one or more minority stockholders, no reason appears why he should not 
be able to do so just as any other person might. He should, of course, be 
held liable for any fraud or deceit practiced by him, but that is true of any 
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other person. However, there is to be anticipated an anxious regard of some 
courts, especially if the majority stockholder has made a great profit on his 
purchase, for holding the buyer to a scrupulous standard of conduct. In this 
connection it is of interest to consider the case of Speed v. Transamerica 
Corporation,’* where the defendant, being the holder of most of the Class 
B Stock of Axton-Fisher Tobacco Company, wrote to minority stockholders 
under date of November 12, 1942, and offered to buy their Class A Stock 
and Class B Stock for $40.00 and $12.00 per share respectively, prices sub- 
stantially in excess of the current market prices. The offering letter, which is 
quoted in full in a footnote to the opinion, appears to have been composed 
with considerable care to avoid volunteering any information whatsoever 
about the Tobacco Company or its assets. The plaintiffs’ having determined 
the value of their shares in reliance upon the Tobacco Company’s annual 
report, which carried its inventory of tobacco at a cost of approximately 
$7,517,000, accepted the offer. The complaint alleged that the defendant’s 
offer was made with the purpose of dissolving or merging the Tobacco 
Company so that defendant might capture for itself most, if not all, the in- 
creased but undisclosed value of the tobacco inventory which had a market 
value of over $17,000,000. It was also alleged that the defendant as a majority 
stockholder was under a fiduciary duty to inform the minority of the real 
value of the tobacco inventory and to tell them that the Tobacco Company’s 
earnings were improving and that the defendant planned ultimately to merge 
or dissolve the Tobacco Company. One of the counts of the complaint al- 
leged violation of Rule X-10B-5.'* The judge of the United States District 
Court of Delaware, whose decision is that reported, after an analysis of the 
testimony arrived at what he considered the crucial conclusion—that the de- 
fendant did in fact on November 12, 1942, intend to liquidate, dissolve, or 
merge the Tobacco Company. He commented that the offering letter gave 
no information about the Tobacco Company but in effect required the 
offeree-stockholders to dig for information for themselves and held that the 
defendant, under the allegations of the complaint, was liable. The result of 
this decision, if it reflects the law, is that a majority stockholder may not 
purchase the stock of the minority in any transaction subject to the Securities 
Exchange Act of 1934 without taking the risk of liability if it should later 
be determined that he has failed to disclose material information to the 
seller and that the price he paid was low. 

The cases raise a number of questions. Suppose one who is a minority 
stockholder has some vital information affecting the value of the corpora- 
tion’s outstanding stock and makes a simple offer to buy from one or more 
other stockholders without disclosing the information; they sell to him and 
the stock goes up 500 per cent in market value. Will the purchasing stock- 
holder have violated Rule X-10B-5? The writer believes he will not have 


#99 Fed. Supp. 808 (D. Del. 1951). 
* See notes 7 and 8 supra. 
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done so, and cannot bring himself to believe that the impact of the rule 
depends upon whether the alleged violator is or is not a majority stockholder. 
The allegation of a fiduciary duty of a majority stockholder to the minority 
in the case under consideration exemplifies what is considered to be an in- 
creasing tendency to insinuate the duties and obligations of a fiduciary into 
situations where they have no place but where complainants hope to expand 
their historical rights by allegations of this nature. It is difficult to under- 
stand how the right of a minority stockholder that the majority shall not, by 
arbitrary exercise of its powers, enrich itself at the expense of the minority 
can be or need be expanded to embrace the same right as a cestui que trust, a 
principal or a partner has against his trustee, agent, or partner. Presumably 
the reason why, in Speed v. Transamerica Corporation, neither the com- 
plainant nor the court considered the possibility that the defendant could 
be charged with liability for so exercising his control as a majority stock- 
holder as to work an injustice on the minority for the benefit of the de- 
fendant was because the defendant did not exercise his majority control 
until after the complainants had ceased to be stockholders by virtue of hav- 
ing sold their stock to the defendant. 


Acquisition of All of the Assets of a Corporation 


The subject of the purchase from a minority stockholder by a majority 
or controlling stockholder of stock issued by the controlled corporation 
should not be left without some discussion of the related subject of the 
direct or indirect acquisition, by those in control, of all or substantially all 
of the assets of the corporation. There are a number of cases in the books 
where it has been determined that the controlling interests were, by means 
of a sale, lease, consolidation, merger, or similar transaction, taking over the 
corporate assets on a basis which favored the controlling interests and de- 
prived the minority of their fair share.'* Here again it is considered that the 
duties of a fiduciary are laboriously and, it is believed, unnecessarily in- 
jected. The minority is entitled to and should receive its pro rata share of 
the corporate property and any arrangement effected by the vote of the 


“Lebold v. Inland Steamship Co., 82 F.2d 351 (7th Cir. 1936), cert. denied, 316 
US. 675, 62 Sup. Cr. 1043 (1942); Nave-McCord Mercantile Co. v. Ranney, 29 F.2d 
383 (8th Cir. 1928); Backus v. Finkelstein, 23 F.2d 531 (D.C. Minn. 1924); Hyams v. 
Calumet & Hecla Mining Co., 221 Fed. 529 (6th Cir. 1915); Wheeler v. Abilene National 
Bank Building Co., 159 Fed. 391 (8th Cir. 1908); Jones v. Missouri-Edison Electric 
Company, 144 Fed. 765 (8th Cir. 1906), cert. denied, 229 US. 615, 33 Sup. Ct. 774 
(1913); Rothchild v. Memphis & Charleston R. R. Co., 113 Fed. 476 (6th Cir. 1902) 
cert. denied, 188 U.S. 740, 23 Sup. Ct. 848 (1903); Ervin v. Oregon Railway & Naviga- 
tion Co., 27 Fed. 625 (S.D. N.Y. 1886), 136 U.S. 645, 10 Sup. Ct. 1072 (1890); Meeker 
v. Winthrop Iron Company, 17 Fed. 48 (W.D. Mich. 1883); Robb v. Eastgate Hotel, 
Inc., 347 Ill. App. 261, 106 N.E. 2d 848 (1st Dist. 1952); Opelka v. Quincy Memorial 
Bridge Co., 335 Ill. App. 402, 82 N.E.2d 184 (3d Dist. 1948); Kavanaugh v. Kavanaugh 
Knitting Co., 226 N.Y. 185, 123 N.E. 148 (1919); Farmers Loan & Trust Co. v. New 
York & Northern Ry. Co., 150 N.Y. 410, 44 N.E. 1043 (1896); Gamble v. Queens County 
Water Co., 123 N.Y. 91, 25 N.E. 201 (1890). 
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majority is appropriately subjected to close scrutiny to determine that the 
majority has not caused disposition of corporate assets and business in such 
fashion as to enrich itself at the expense of the minority.’ A result of that 
nature has been attempted by a variety of means, such as the sale of assets 
to a controlling stockholder or to an affiliated or associated interest at less 
than fair value; '* sale on dissolution to or consolidation with a corporation 
in which the majority has a greater interest; 17 or a lease to a corporation 
wholly owned by the majority.'§ 


SALE OF SHARES 


The questions affecting the sale of shares by officers or directors to other 
stockholders appear to have arisen in the courts with rarity in cases where 
the source of the complaint is not fraud or deceit, a subject which is not 
within the field of this paper. When a stockholder, whether or not he is an 
officer or director, sells all or part of his stock to an outsider, one who is 
not at the time a holder of stock, the same principles would seem to apply 
as in any case where any owner sells any asset. And no reason is observed 
why a different rule should be brought into play if the buyer is already a 
holder of some stock of the corporation whose shares are the subject of the 
trade. 


Is Registration Required? 


When, however, the seller is a majority or controlling stockholder, 
problems do arise. The first problem is to determine whether a registration 
statement is required to be filed and a prospectus used in accordance with 
the provisions of the Federal Securities Act of 1933. If the sale involves a 
distribution through an “underwriter” as that term is defined in Section 
2(11) of the Federal Securities Act, registration under Section 5 and the 
use of a prospectus meeting the requirements of Section 10 of the Federal 
Act are generally required.’® A sale by a controlling stockholder not in- 
volving such a distribution, however, would come under that clause of 


* The mere acquisition of controlling shares surely does not create a fiduciary rela- 
tion since the coutrolling person may never exercise the rights and powers so acquired. 
If he does exercise them without injury or injustice to the minority, no question of fidu- 
ciary duty should arise. If he abuses his rights and powers, general principles of equity 
are adequate to provide remedies. 

* Wheeler v. Abilene National Bank Bldg. Co., 159 Fed. 391 (8th. Cir. 1908); Robb 
v. Eastgate Hotel, Inc., 347 Ill. App. 261, 106 N.E.2d 848 (1st Dist. 1952). 

Hyams v. Calumet & Hecla Mining Co., 221 Fed. 529 (6th Cir. 1915); Jones v. 
Missouri-Edison Electric Company, 144 Fed. 765 (8th Cir. 1906), cert. denied, 229 
US. 615, 33 Sup. Ct. 774 (1913); Ervin v. Oregon Railway & Navigation Co., 27 Fed. 
625 (S.D. N.Y. 1886). 

* Meeker v. Winthrop Iron Company, 17 Fed. 48 (W.D. Mich. 1883). 

* Tt may be that the sale could be made under Securities and Exchange Commis- 
sion Regulation A, which imposes comparatively simple requirements in case of sales of 
$100,000 or less by controlling interests within the period of a year. This regulation was 
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Section 4(1) of the Act which exempts from registration sales by one who 
is not an issuer, underwriter, or dealer.?° 

The Illinois Securities Act of 1953 2! which became effective January 1, 
1954, expressly covers, for the first time in the history of the statutes of the 
state regulating the sale of securities, sales by a “controlling person” and 
provides for the registration of securities issued by the controlled corpora- 
tion when proposed to be sold by the “controlling person” in other than 
exempt transactions. Section 5 of the Act ?? expressly provides for the filing 
of an application for registration by the controlling person and Section 13 ?8 
expressly provides for civil liability of the controlling person for sales made 
in violation of the Act. Such a person is also subject to the criminal penalties 
provided, although the phrase “controlling person” is not specifically used 
in Section 14.74 

If the controlled corporation’s net earnings meet the standard set by 
Section 5-A of the Illinois Act and if application for registration is filed with 
the Secretary of State of Illinois within ten days after registration under 
the Federal Securities Act, it is a simple matter to effect registration under 
the Illinois Act. It should be noted that registration under Section 5-A is 
not available if the underwriters receive aggregate commissions and re- 
muneration in excess of fifteen per cent of the initial public offering price or 
if they receive warrants or options to purchase securities from the issuer or 
if any finder’s fee has been or is to be paid by the issuer in connection with 
the negotiation of the offering and sale of the securities. Even if the earnings 
standard of Section 5-A are not met, registration under Section 5-B of the 
Illinois Act following or concurrently with Federal registration presents 
little difficulty but here the application must be filed with the Secretary of 
State within thirty days after registration under the Federal Act. Here also 
the underwriters’ aggregate commissions and remuneration may not exceed 
fifteen per cent. The principal reason for limiting the number of days after 
Federal registration within which registration may be effected under Sec- 
tion 5-A or Section 5-B of the Illinois Act is that it was desired to avoid to 
some extent the offering and sale in Illinois of securities which had been un- 
successfully offered elsewhere. If registration under Section 5-A or Section 
5-B is not available, it may be accomplished under Section 5-C, but here 
considerably more information is required to be filed with the Secretary of 
State. 


promulgated under section 3(b) of the Act. 48 Srat. 75 (1933), 15 U.S.C. § 77c(b) 
(1951). Section 3(a)(11) of the Act [48 Strat. 75 (1933), 15 U.S.C. § 77c(a) (11) 
(1951)] also exempts intra-state sales in certain cases. 

2°It is sometimes not observed that sales of securities where registration is not re- 
quired may nevertheless be subject to Sections 12 and 17 of the Act. 48 Strat. 84 (1933), 
15 U.S.C. § 771, 77q (1951). 

“Tut. Rev. StaT., c. 121%, §§ 137.1-137.19 (1953). 

= Id. § 137.5. 

"Yd. $ 13713. 

Id. § 137.14. 
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Sale of Controlling Shares 


An ordinary, simple sale of controlling shares with no purpose to make 
a profit at the expense of the corporation or of the other stockholders in- 
volves no wrong and no liability either to the corporation or to a minority 
stockholder even though the sale is made at a price greater than the current 
market price of the shares, i.e., where the purchaser is willing to pay a 
premium for the controlling shares.?5 But where the buyer wants more shares 
than the controlling stockholder has to sell, and the latter induces the 
minority to sell all or part of their shares by falsely representing that the 
lesser price paid for the minority shares is the same as that paid for the con- 
trolling shares, the controlling stockholder must share the excess with the 
selling minority. 7 However, there is no legal reason why the controlling 
or any other stockholder should not receive more for his shares than do 
others, so long as no deception is practiced on the others.?? 

There are at least two situations where liability to the corporation and 
its stockholders arises from the sale of controlling shares. The first is where 
the seller has reason to believe that the buyer will loot the corporation 7* 
and the second is where the seller receives consideration for the transfer of 
control by delivering resignations of the officers and directors and cooperat- 
ing with the buyer in substituting the latter’s nominees for the incumbent 
directors.”® 

In the Insuranshares Corporation case, the sellers obtained $3.60 a share 
for their stock at a time when the over-the-counter price was between $1.00 
and $1.25 and the book value was $2.25. The corporation had been looted 
about five years before by a different group which had bought control, the 
sellers knew little about the buyers and made practically no effort to find 
out about them, and “immediate and complete passing of control was en- 
sured by the successive resignation of the old directors, each resignation 
being followed by the election of a new member of the board on the nomi- 
nation” of the buyers. When proof to this effect was coupled with the fact 
that the assets of the corporation were of such liquid nature as to lend them- 
selves to ready conversion into cash, the court found little difficulty in hold- 


* Ryder v. Bamberger, 172 Cal. 791, 158 Pac. 753 (1916); Smith v. Gray, 50 Nev. 
56, 250 Pac. 369 (1926); Barnes v. Brown, 80 N.Y. 527 (1880); Levy v. American 
Beverage Corporation, 38 N.Y.S.2d 517 (1942); Stanton v. Schenck, 231 N.Y.S. 221 
(1931). 

**Sauter v. Fulmer, 258 N.Y. 107, 179 N.E. 310 (1932); McMynn v. Richardson- 
Phenix Co., 186 Wis. 442, 201 N.W. 272 (1924); 13 FLeTcHer, CycLopepiaA or Corpora- 
TIONS 187, § 5845 (1943). 

*™ McCord v. Martin, 47 Cal. App. 717, 191 Pac. 89 (3d Dist. 1920). 

*Insuranshares Corporation v. Northern Fiscal Corporation, 35 F. Supp. 22 
(E.D. Pa. 1940). 

*° Gerdes v. Reynolds, 28 N.Y.S.2d 622 (1941); Porter v. Healy, 244 Pa. 427, 91 
Atl. 428 (1914); Dale v. Thomas H. Temple Co., 186 Tenn. 69, 208 S.W.2d 344 (1948). 
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ing the sellers liable for the loss incurred as a result of the embezzlement of 
the corporation’s assets by the new management. 

In Gerdes v. Reynolds *° the buyers had more of an aura of respecta- 
bility. Here again the corporation was an investment trust. The buyers paid 
$2.00 a share for more than fifty per cent of the outstanding stock. The 
court concluded that a finding of seventy-five cents per share was as liberal 
a value for the stock as could be warranted by the evidence and that the 
balance ($1,318,750) of the price received was paid for the resignations of 
the officers and directors and the election of the buyers’ nominees as their 
successors. This sum, the court said, was paid for the offices of directors 
and officers which no one had the right to sell and must be returned to the 
corporation by those who arranged the transaction and gave the illegal con- 
sideration for it. 

The doctrine that officers and directors who take a part in installing 
an irresponsible management without the approval or consent of the stock- 
holders are liable for the resulting damage to the corporation and its stock- 
holders is not of recent vintage. This principle was enunciated as early as 
1899 8! and has been approved by a number of courts since.3? The essence 
of the act which creates the liability is the abandonment of their offices by 
those elected to hold them plus the substitution of the new management by 
act of the old. If the old officers and directors retained their positions for 
the terms for which they were elected and if at the next annual meeting of 
the stockholders the owners of the controlling shares elected new directors 
and they new officers, it would be quite difficult in the absence of proof of 
some blameworthy action, such as conspiring in some way with the buyers, 
to find a basis for imposing liability on those who sold the controlling 
shares.38 


Short Swing Trading 


The purchase and sale of shares which are listed on a stock exchange, 
technically, on a national securities exchange, may involve financial liability 
on a beneficial owner, directly or indirectly, of more than ten per cent of 
any class of equity securities registered on such an exchange and on an 
officer or director of a corporation whose equity securities are so listed. 
(Such an owner is hereinafter referred to as a “principal stockholder.”) Sec- 
tion 16 of the Securities Exchange Act of 1934 requires that the officers, 


*° Supra note 29. 

* McClure v. Law, 161 N.Y. 78, 55 N.E. 388 (1899). 

* Oil Shares, Inc. v. Kahn, 94 F.2d 751 (3d Cir. 1938), reversed per curiam, 304 
US. 551, 58 Sup. Cr. 1050 (1938); Field v. Western Life Indemnity Co., 166 Fed. 607 
(N.D. Ill. 1908), affirmed, 179 Fed. 673 (7th Cir. 1910), cert. denied, 219 US. 586, 
31 Sup. Ct. 470 (1911); Bosworth v. Allen, 168 N.Y. 157, 61 N.E. 163 (1901); Keystone 
Guard v. Beaman, 264 Pa. 397, 107 Atl. 835 (1919). 


*° See cases cited in note 25. 
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directors, and principal stockholders of corporations whose equity securities 
are listed on non-exempt national securities exchanges ** shall file with the 
exchange, with a copy to the Commission, upon becoming such officers, 
directors, or stockholders or upon the registration of equity securities of the 
corporation, a report of their holdings of equity securities of the listed cor- 
poration and monthly thereafter a report of changes in their holdings. The 
section then provides that the corporation shall have the benefit of any 
profit the officer, director, or principal stockholder may make as a result 
of what is sometimes called “short swing trading” in any equity security of 
the corporation. Short swing trading covers any purchase and sale, or any 
sale and purchase, of the equity security within any period of six months. 

There has been a considerable amount of litigation with reference to 
what is or is not a “purchase” or a “sale” under this Section of the Act. 
The issuance of securities by a corporation to an employee pursuant to his 
employment contract has been held to constitute a “purchase” ®° as has the 
acquisition by a corporation’s officers of shares of its common stock in 
connection with a plan of corporate simplification.%* Similarly, a private 
gift as well as a charitable gift has been held not to constitute a “sale.” 57 
A well-reasoned decision on the subject, which cites a number of cases and 
refers to other publications on the subject, has recently been handed down 
by the Court of Appeals for the Second Circuit.** 


CONCLUSION 


There are, of course, many phases of the general subject of trading in 
business ownership which are not even mentioned above. Among other 
things, they are concerned with antitrust matters, the ever-present problems 
of the impact of income taxes, covenants against competition with the 
buyer, provisions for the purchase and sale of shares upon death or retire- 
ment or for the employment of the selling proprietor by purchasing interests, 
and a host of other elements in the stream and in the eddies of incorporated 
business which plays so major a role in the absorbing and dynamic com- 
mercial and industrial life of the country. One undertaking research into 
almost any one of these will, upon finding the trail, be almost certain to 
discover in the available literature an abundance of material on almost every 
aspect of his subject. 


*The only organized stock exchanges which have applied for and been granted 
exemption from registration as national securities exchanges are the Colorado Springs, 
Honolulu, Richmond, and Wheeling Stock Exchanges. 

* Truncale v. Blumberg, 88 Fed. Supp. 677 (S.D. N.Y. 1950), affirmed sub. nom., 
Truncale v. Scully, 182 F.2d 1021 (2d Cir. 1950). 

* Blau v. Hodgkinson, 100 Fed. Supp. 361 (S.D. N.Y. 1951). 

* Shaw v. Dreyfus, 172 F.2d 140 (2d Cir. 1949); Truncale v. Blumberg, 80 Fed. 
Supp. 387 (S.D. N.Y. 1948). 

* Roberts v. Eaton, 212 F.2d 82 (2d Cir. 1954). 
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Notes 


SECURITY REGULATION AND THE 
ILLINOIS SECURITIES LAW OF 1953' 


In eighteenth century England, it became apparent that the doctrine 
of caveat emptor was inadequate to prevent the sale of worthless securities.’ 
Such a doctrine left the unsophisticated investor easy prey for the promoter 
of the most unlikely schemes. In America, the states were first to enact 
security laws in an attempt to fill this gap in the common law, so that when 
the Federal Securities Act was passed in 1933, every state except Utah had 
some type of “Blue Sky” law.? The terminology that has been used to 
describe these different types of Blue Sky laws varies from writer to writer. 

One classification is as follows: (1) fraud laws that require no registra- 
tion of the dealers or securities, but merely establish the illegality of a 
security transaction coupled with fraud; (2) licensing laws requiring the 
registration of dealers in securities, without provision for the registration of 
the securities themselves; (3) inspection laws, where the security is regis- 
tered, but the security dealer is not; and (4) laws that combine the require- 
ments of (2) and (3) and require both the security and the security dealer 
to be registered.* 

This and other classifications, however, fail to touch on a significant 
question, i.e., whether the regulatory agency has power to prevent the sale 
of a security once a particular security law has been complied with. To 
conveniently answer that question, the term disclosure law will be used in 
this article to mean a law that attempts to put the investor and the seller 
on equal footing by requiring registration and full disclosure of the facts 
concerning the issue, but which gives the regulatory agency no power to 
determine or pass on the soundness of the security. The Federal Securities 
Act of 19335 is such a disclosure statute. The term regulatory law will 
denote a law that requires registration and full disclosure, and in addition, 
attempts to screen out securities of doubtful value. Under this type of law, 
a security may not be sold, even though full disclosure of the facts involved 
is made to the investor, if the regulatory agency believes the security to be 
a poor investment. Illinois and a majority of states have adopted regulatory 
Blue Sky laws.® 


"Tll. Laws 1953, p. 1329. 

*See: Loss, Securities REGULATION 4 (1951). 

5 Jd. at 19 et seq. 

* Bere and WarREN, Cases or Business ORGANIZATION 840 (1948). For other classi- 
fications, see: Loss, supra note 1, at 20; Bippus, //linois Securities Law, 3 JoHN MarsHALL 
L.Q. 139 (1937). 

®Securities Act of 1933, 48 Srat. 74-92 (1933), 15 U.S.C. §§ 77a-77aa (1935). 

* Loss, supra note 1, at 36; Bippus, supra note 4, at 139. 


487 








488 LAW FORUM [VoL. 1954 


Illinois first passed a securities law in 1917, but it was repealed and a 
new law passed in 1919. Between 1919 and 1953, the 1919 law was amended 
twelve times. These amendments not only failed to correct several un- 
desirable features of the act, but were themselves often ambiguous.’ The 
Securities Act of 1953 repealed the amended 1919 Act and has attempted to 
give Illinois a simplified, modern Blue Sky Law. This note will deal with 
the provisions of the new Act in detail, and when possible, interpret their 
effect in light of cases decided under the provisions of the old Act. At the 
outset it seems appropriate to consider briefly the Federal Securities Act of 
1933 and its effect on security regulation in Illinois. 


SECURITIES ACT OF 1933 


Despite the fact that most states had some type of Blue Sky Law dur- 
ing the twenties, one-half of the more than fifty billions of securities sold 
in that decade were worthless by 1933.8 Because the existing security laws 
were difficult to enforce on an interstate level, were poorly administered, 
or were illusory as a consequence of too liberal exemptions, they were 
shown to be ineffective to prevent speculation in unsound securities.? The 
Securities Act of 1933 resulted from the feeling that a single law, federally 
administered, would solve the problem. The theory embraced by the 1933 
law is simply “truth in securities.” 1° The Act requires only that full dis- 
closure be made to the investor, with the decision as to whether the security 
will be sold left solely to the investor. 

Constitutionally, the Act is based on the commerce power and applies 
only if the mails or other channels of interstate commerce are used in the 
selling process. The Act does not supersede any State Blue Sky Law." If a 
sale is purely intrastate, the Federal Act does not apply and only the Blue 
Sky law of the state wherein the sale is made need be complied with. If the 
sale involves interstate commerce, the Federal Act applies, but also, the 
Blue Sky laws of the states affected by the sale must be complied with. 
Since a majority of the states have regulatory Blue Sky laws, the result in 
an interstate transaction is: (1) the Federal Act requires full disclosure; 
(2) the state Blue Sky laws determine whether the security is a sound in- 
vestment that may be sold within their borders. 


REGISTRATION UNDER THE SECURITIES ACT OF 1933 


Under the 1933 Act, a registration statement containing information 


"Young, /llinois Securities Law of 1953, 42 ILv. B.J. 94 (1953). 

* TENTH ANNUAL REPORT OF THE SECURITIES EXCHANGE COMMISSION 1 (1944). 

* Loss, supra note 2, at 56-58. 

* TENTH ANNUAL REPORT OF THE SECURITIES AND EXCHANGE COMMISSION 2 (1944); 
Weisbrod, Must I File a Registration Statement, 37 Iv. B.J. Supp. 399 (1949). 

"Securities Act of 1933, supra note 5, § 18, § 77R. See: Note, Correlation of State 
Blue Sky Laws and the Federal Securities Act, 26 Cornett L.Q. 258 (1941). 
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about the security, issuer, and underwriter must be filed in triplicate. The 
general information and the financial statements required are not dissimilar 
to the information required for registration under Section 5C of the new 
Illinois law. A comprehensive set of rules and regulations has been estab- 
lished setting out the form these statements are to take. Five copies of the 
prospectus, containing all the information required in the registration state- 
ment, must also be filed. These statements are made a matter of public record 
for twenty days, unless acceleration of the effective date is allowed by the 
commission.’ During this cooling or waiting period, the prospective investor 
may be informed, but no sale or offer to sell may be made. 

The Securities and Exchange Commission, administering the 1933 Act, 
publishes an opinion setting out pertinent facts concerning the issue. While 
no conclusion as to the soundness of the security is reached, information is 
presented in such a way that theoretically, at least, an accurate evaluation 
of the security may be made by an investor of average intelligence. That 
this is not always the practical result is illustrated by the case of Tucker 
Motor Company,! where, despite a very damaging opinion, the security 
found a ready market.'4 

The issuer or underwriter may inform security dealers of the nature 
of the future issue by the circulation of a “red herring prospectus.” 1° This 
prospectus normally is a duplicate of the prospectus filed with the commis- 
sion, except that it has the warning in bold red type on its face that the 
document is not to be considered a prospectus, or to be used to solicit 
purchasers, but it is merely for purposes of information. At the end of the 
twenty day period, or earlier if the commission allows, the registration be- 
comes effective unless a stop order is issued because of a defective or untrue 
statement.!® After the effective date, any written offer to sell made in inter- 
state commerce must be in the form of a Section ten prospectus. The only 
exception to this requirement is the so called “tombstone ad.”!7 This ad 


* The Commission has the power to accelerate the effective date so as to shorten 
the twenty day waiting period where the facts justify such action. The median time 
which elapsed between the filing and the effective date for the statements that became 
effective during the fiscal year of 1953 was twenty-three days. This figure includes all 
amendments that were made during the year as well. NINETEENTH ANNUAL REPORT OF 
THE SECURITIES AND EXCHANGE COMMISSION 2 (1953). 

* Matter of Tucker Corporation, Securities AND ExcHANGE Commo., Sec. Act REL. 
3236 (1947). 

“Loss, supra note 2, at 80. 

"For discussion, see Loss, supra note 2, at 121. 

*® Despite the fact that over seven and one-half billion dollars worth of securities 
were registered with the SEC in 1953, (the second largest registration in the history of 
the commission), not a single stop order was issued. This has been achieved by the 
use of informal letters from the commission to the registrant advising him of needed 
amendments rather than by the issuance of a stop order until such amendments are made. 
NINETEENTH ANNUAL REPORT OF THE SECURITIES AND EXCHANGE COMMISSION | (1953). 

™ Loss, supra note 2, at 132. 








490 LAW FORUM [VoL. 1954 


is a brief statement describing the issuer, the nature of the security, and 
stating where a prospectus may be obtained. If the security is registered 
under the 1933 Act, the Blue Sky laws of the states in which the issue will 
be offered for sale must next be complied with. To avoid the burden of 
preparing like information in many different forms to satisfy the Federal 
and various state Blue Sky laws, most states have adopted a comparatively 
simple method of registration for those securities that qualify under the 
Federal Act. Illinois has gone further in this direction with its new security 
law. 


REGISTRATION REQUIRED BY THE ILLINOIS SECURITIES 
LAW OF 1953 


Under the amended 1919 Act,!8 securities were classified as A, B, C, 
or D securities. Class A securities were exempt securities and Class B securi- 
ties were those sold in exempt transactions. Class C securities were “blue chip” 
or seasoned securities of an established business that met certain earning 
tests. If a Class C security had been registered under the Federal Act, Sec- 
tion 7C provided for a simplified registration by filing the statements required 
under the Federal Act. Only these seasoned securities could be registered in 
this abbreviated fashion. Class D securities were those that did not fall into 
any other classification and the prospectus filed for such securities was 
required to contain the words “speculative securities” on its face. 

The new Illinois law has abolished this peculiar classification that desig- 
nates seasoned securities as Class C. Exempt securities are covered in Sec- 
tion 3 and exempt transactions in Section 4. If a security falls into either 
classification, no registration need be made. All other securities must be 
registered before they may be offered for sale in this state. Section 5A is 
entitled “Registration by Notification” and its provisions are similar to the 
registration requirements of Section 7C of the old act. Thus, only a seasoned 
security that has been registered under the Federal Act may qualify for 
registration under this section. To register under Section 5A, the necessary 
statements must be filed within ten days after the effective date of the Fed- 
eral registration. The security must be one of a business which has been in 
continuous operation for at least five years and which has, for thirty-six 
consecutive months ending within six months prior to filing, met the earning 
standard prescribed by the section. Commissions that are to be paid to 
dealers for their distribution of the security must not exceed fifteen per cent 
of the initial offering price of the securities. Material establishing these facts, 
two copies of the prospectus filed under the Federal Act, a consent to service 
of process, and a statement setting forth title to the securities and the amount 
to be offered for sale in Illinois completes the registration under this section. 
The Secretary of State must determine whether the requirements of the 


* Iti. Rev. Srat., c. 121%, § 96 (1953). 
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section have been met within twenty-four hours from the date of filing. 
If every thing is in order, the securities may then be offered for sale in 
Illinois. 

A new provision is found in Section 5B, providing for “Registration by 
Description” within thirty days from the effective date of a registration 
under the Federal Act. This section, which has no parallel in the old act, 
permits a simplified registration similar to that provided for by Section 5A, 
but without any earning or longevity requirements. Thus, under this sec- 
tion, a new business, or an old one not having substantial profits, that has 
registered under the Federal Act: may register in Illinois by submitting a 
rather abbreviated form. As in Section 5A, two copies of the Federal regis- 
tration statement incorporating the prospectus must be filed. In addition, 
and in lieu of the earning safeguard required by 5A, an application describ- 
ing the nature of the business must be filed in duplicate. This application is 
rather brief and can be completed in short order. After the filing of this 
information, the Secretary of State has a reasonable time to determine 
whether the offering of the security will tend to work a fraud on the invest- 
ing public or whether it is fit to be offered for sale in Illinois. 

Thus, a prerequisite to a registration under either Section 5A or 5B is 
an effective registration under the Federal Securities Act of 1933. The in- 
formation contained in the statements required by the Federal Act is 
allowed to supply much of the information required by the State of Illinois. 
The only additional information required by the state is proof of earnings 
and longevity of the issuer under Section 5A, or a rather brief description 
of the business that will indicate the soundness of the security under Sec- 
tion 5B. This additional information enables Illinois to effectuate the regu- 
latory policy of the 1953 law. 

Such a convenient short cut to filing in Illinois is not offered the 
registrant under Section 5C. This section corresponds to the registration 
requirements for the old Class D securities under the provision of the old 
Act, and is important to the small intrastate business that does not register 
under the Federal Act. In comparison to the requirements of Sections 5A 
and 5B, the information required by this section is extensive. All the in- 
formation required by Section 5B (except the Federal statements provided 
for by that section, since by hypothesis, there has been no effective Federal 
registration), must be filed for registration under Section 5C. In addition, 
complete financial statements similar to those required of registrants under 
the Federal Act must be prepared. Information of a non-financial character 
must also be filed to supplement the brief description of the business that 
was sufficient under Section 5B. The Secretary of State has power to make 
rules and regulations pertaining to registration under this section, and ex- 
tensive rules have been adopted with the 1953 Securities law.1® Rule A 
defines and sets out in considerable detail the requirements of the section, 


GENERAL RULES AND REGULATIONS UNDER THE ILLINOIS SEcuRITIES LAW oF 1953. 
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including amendments, withdrawals, filing fees, a consent to service of 
process, and the form of the prospectus. Rule B pertains to the form and 
content of required financial statements. The Secretary of State will pro- 
vide detailed forms for registration under Section 5C, upon request. 

Two other sections of the 1953 Act provide for the registration of 
securities of special types. Extensive provisions for the registration of in- 
vestment fund shares are set out in Section 7. Such a share is defined in 
Section 21 as a certificate issued by an investment company or a trust whose 
assets consist chiefly of securities held under a trust by a bank or trust com- 
pany having capital of not less than two million dollars. The lengthy pro- 
visions of this section are not substantially different under the new law and 
need not be commented upon here. 

Strangely enough, the requirement that investment contracts be regis- 
tered is retained by Section 6 of the new law. An investment contract has 
been defined by an appellate court °° as one that provides for the payment 
of money at a future time to the purchaser of the contract. Section 6 sets 
out a comprehensive list of information that is required for registration of 
investment contracts. Despite the fact that the amended 1919 Act had a 
similar provision, only one company in Illinois had registered investment 
contracts as of 1953.21 It would seem, therefore, that this section might well 
have been eliminated from the new law. 


EXEMPT SECURITIES 


The registration of securities under the Federal and new Illinois Securi- 
ties laws remains an expensive, ungratifying operation, despite the attempts 
to make the burden as light as possible. If a security can be classified as an 
exempt security, (or if a non-exempt security is sold in an exempt trans- 
action), this burden may be entirely avoided. The exemptions of the new 
Illinois law are more in line with the exemptions found in the Federal Act, 
yet there still remain some variances. If a security is to be sold in interstate 
commerce, these Federal exemptions should be carefully considered.?? Under 
Section 3 of the 1953 Illinois law, an exempt security is one issued by any 
government with whom we maintain diplomatic relations, or by a bank, 


** McCormick v. Shinely, 267 Ill. App. 99 (1st Dist. 1932). See also: McCormick 
v. Chicago Title and Trust Co., 284 Ill. App. 543, 1 N.E.2d 769 (1st Dist. 1936), where 
an ordinary contract for the sale of realty was held not to be an investment contract; 
Prohaska v. Hemmer Miller Development, 256 Ill. App. 331 (1st Dist. 1930), where a 
contract of sale of land where the purchaser is to pay one-third of the purchase price 
in cash, the balance payable from crops planted and harvested by the vendor, held to 
be an investment contract; Dobal v. Guardian Finance Corp., 251 Ill. App. 220 (1st Dist. 
1929), where an application for the purchase of junior mortgage bonds on realty held 
in trust, signed only by the applicant, was held to be an investment contract even though 
the application recited it would not be so construed. 

* Young, Illinois Securities Law of 1953, 42 Inv. B.J. 158 (1953). 


* See: Weisbrod, Must I File a Registration Statement, 37 IL. B.J. Supp. 399 (1949). 
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insurance company, or public utility. In Jaffee v. Golder,?® the Illinois 
Supreme Court refused to recognize an exemption for a deed of trust exe- 
cuted by a bank as trustee and stated that this exemption (securities issued 
by a bank) is limited to those securities that are a charge or lien on the bank 
or its assets. It is thought that a similar exemption of the Federal Securities 
Act is to be interpreted differently, and that such a deed of trust need not 
be registered.*4 Securities traded on the regular exchanges are exempt under 
the Illinois law because such securities are regulated by the Securities and 
Exchange Commission. The securities of charitable corporations are exempt 
only if no benefit inures to any private stockholder or member of the cor- 
poration. Conditional sales contracts, first and second mortgages, and notes 
maturing within four months are exempt securities. 

In Morrison v. Farmers Elevator,?> the sale of shares in a farmer’s co- 
operative elevator without registration was held to be a violation of the 
law, although no shareholder was permitted to hold more than five shares 
of one hundred dollar par stock and the total issue did not exceed fifty 
thousand dollars. A new exemption under the 1953 law would cover such 
a situation. Stock in a cooperative association is exempt if capital does not 
exceed fifty thousand dollars and if no shareholder has more than one thou- 
sand dollars invested in the association, provided that no commission was 
paid in making the sale. 

The sale of pre-incorporation subscriptions in Illinois by a domestic or 
foreign corporation without registration is permitted by the 1953 law if the 
number of subscribers does not exceed twenty-five, or in the alternative, 
the amount raised by the subscriptions does not exceed twenty-five thousand 
dollars.2® This exemption had been limited to domestic corporations under 
the old law, and violations had been extensive. The new law expressly in- 
cludes foreign corporations within this exemption. 


EXEMPT TRANSACTIONS 


If the security itself is not exempt, registration under the Illinois Law 
may nevertheless be avoided if the security is sold in an exempt transaction 
as provided in Section 4. Securities sold in a “secondary offering,” i.e., a 
sale where the vendor is not an issuer, underwriter, dealer, or “controlling 
person” 27 are exempt. This provision enables the individual who owns 


251 Ill. App. 188 (1st Dist. 1929). 

* See: Loss, supra note 2, at 355. 

319 Ill. 372, 150 N.E. 330 (1925). 

It should be noted that it is the number of subscribers that must not exceed 
twenty-five. Under the Federal law, a similar exemption considers the number of 
offerees, and thus, is a more limited exemption than the one appearing in the Illinois 
law. Weisbrod, supra note 2, at 401. 

* The term “controlling person” is new to the Illinois Blue Sky Law. Such a 
person is defined in Section 2D as one “selling a security . . . owning beneficially (and 
in the absence of knowledge, or reasonable grounds for belief, to the contrary, record 
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securities and who is not a “controlling person” to market them without 
fear of violating the Blue Sky law. In Scully v. DeMet,?® a purchaser of 
voting trust certificates sued to recover the purchase price paid to the seller, 
(a minority shareholder in DeMet Inc.), because the security had not been 
registered and was sold through a securities dealer. The court allowed 
recovery, but stated that if the sale had been made by the individual with- 
out the use of a securities dealer, the sale would have been an exempt trans- 
action. This distinction has been abrogated by the 1953 Act by the inclusion 
of the words “whether by a dealer or otherwise,” and such a sale would 
now be exempt. The sale by a broker, acting as principal or agent is exempt 
if: (1) the offering price is reasonably related to the current market price; 
(2) the issuer is domiciled in the United States; (3) financial information 
concerning the issuer is published in a recognized standard manual. A fur- 
ther provision states that this exemption will not apply if the sale is made 
for the benefit of the issuer or controlling person. The provision, then, is 
a “secondary offering” exemption and includes a sale by a dealer for his own 
account or for the account of an individual owner, as is now permissible 
by the express language of Section 4A. 

A new exemption, the so called “private offering,” is provided for in 
Section 4Q. A sale of a security within a twelve month period by the issuer 
or controlling person to not more than fifteen persons is exempt if the 
commission does not exceed fifteen per cent, and within thirty days after 
the sale, a report is filed with the Secretary of State stating who purchased 
what quantity at what price. A similar exemption is offered under the 
Federal Act of 1933, although in somewhat less definite terms.?® The philoso- 
phy of this section apparently is that an offering to such a limited number 
of people ordinarily does not involve the public, and that such a transaction 
should be possible without the burden of registration. 


ownership shall for the purposes hereof be presumed to be beneficial ownership) or 
controlling, directly or indirectly, such number of outstanding securities of the issuer 
of such security as would enable such person . . . to elect a majority of the board of 
directors or other managing body of the issuer.” In People v. Wilson, 306 Ill. App. 216, 
28 N.E.2d 287 (1st Dist. 1940), it was held that a president of a corporation did not 
sell stock for himself so as to qualify the sale as an exempt transaction where the 
president gave his note to the corporation in payment for stock at a time when the 
corporation was in financial difficulties, sold the stock, and used the proceeds to redeem 
his notes. The court said it would not be misled by such a subterfuge. 


* 323 Ill. App. 74, 55 N.E.2d 101 (1st Dist. 1944). 


»° Under the Federal Act, Section 4(1), a similar exemption is called a non-public 
offering, but there has been no definite criteria set out for determining what is public 
and what is private. In S.E.C. v. Ralston Purina Company, 346 U.S. 119, (1953), the 
Supreme Court held that it was not the number of offerees that determined if the 
public was involved, but that the crucial test is whether the offerees are persons who 
need the protection of the act. The Court concluded that the 500 employees of the 
issuer needed the protection of the act, and that the securities must be registered. It 
would seem that there is as much “twilight zone” between public and private under 
this test as there is when the number of offerees is stressed. At any rate, there are no 
such border line problems under the new Illinois law. See Weisbrod, supra note 2, at 409. 
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If no commission is paid for soliciting the sale, a sale or exchange of 
securities by the issuer to its own stockholders or bondholders is exempt. 
The sale of a security to any corporation, bank, trust or insurance company, 
pension or profit sharing plan, or security dealer, is exempt because such 
sophisticated investors are able to evaluate the offering for themselves. The 
sale of securities by a fiduciary are exempted in Section 4F. The 1953 law 
exempts securities issued to existing security holders under a consolidation 
or merger, and to creditors or security holders under a reorganization, be- 
cause such individuals are informed investors and do not need the protection 
of a regulatory law. 


REGISTRATION OF DEALERS 


After a security has been registered in Illinois, there remains the prob- 
lem of effectuating its sale. The new Illinois Law classifies individuals en- 
gaged in the marketing of securities as dealers and salesmen, eliminating the 
terms broker, solicitor, and agent that appeared in the old act. The Act 
requires that these dealers and salesmen be licensed before they may operate 
in this state. However, this licensing requirement seems to be limited to the 
professional dealer, i.e., one who sells the securities of others for the com- 
mission he receives. Thus, an issuer or controlling person is not a dealer or 
a salesman within the meaning of the Act and such a person need not be 
licensed in order to sell his securities. 

Section 8C requires that salesmen of a “registered dealer, issuer or con- 
trolling person” be registered. Partners or officers of a dealer are not in- 
cluded in the definition of a salesman found in Section 2H. Thus, if such 
partners or officers sell securities, they need not be registered. But if other 
individuals employed by the dealer, issuer, or controlling person engage 
in the sale of securities, they should be registered as salesmen. Of course, 
securities and sales falling within Sections 3 and 4 may be sold without 
registration, and consequently, by unlicensed individuals. The registration 
of dealers and salesmen is effective for one year unless denied or revoked by 
the Secretary of State upon the grounds listed in Section 8D. 


ADMINISTRATION 


The administration of the Illinois Securities Law is vested in the Secre- 
tary of State. He may make such rules and regulations as he considers neces- 
sary to carry out the provisions of the Act, including the designation of 
acceptable accounting techniques and the form of the information required 
in the various registration statements. The Secretary may refuse to file any 
statement or register any security if there are conditions affecting its sound- 
ness so that its sale would be inequitable or would tend to work a fraud. 
Even though a security is exempt under Sections 3 or 4, its sale may still 
be prevented if it would tend to work a fraud on the public. This general 
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anti-fraud provision is similar to the one contained in Section 17 of the 
Federal Securities Act of 1933. The rulings of the Secretary of State are 
subject to the provisions of the Administrative Review Act,®° consequently, 
actions may be maintained in the circuit court where evidence on all ger- 
mane issues is admissible. 


VIOLATIONS 


Acts that constitute a violation of the 1953 law are listed in Section 12: 
violation A through D (a faulty registration) are misdemeanors punishable 
by a five thousand dollar fine and one year imprisonment; violations E 
through H (fraud provisions) are felonies carrying the maximum penalty 
of ten thousand dollars fine and three years imprisonment. In addition, Sec- 
tion 13 provides that a sale in violation of any provision of the Act shall 
be voidable, at the election of the purchaser, if written notice is given to 
each person from whom recovery is sought within six months after the 
purchaser learns that the sale is voidable.*! The issuer, controlling persons, 
underwriters, or their dealers are jointly and severally liable to the purchaser 
of unregistered securities. The purchaser must tender the securities pur- 
chased to the seller.22 He may then recover the purchase price of the 
securities, reasonable attorney fees, and by a new provision, dividends and 
interest from the date the securities were paid for.* 


“ Tut. Rev. Stat., c. 110, § 264 (1953). 

“In Morrison v. Farmers Elevator Co., supra note 24, the Court discussed the 
nature of a sale made in violation of the Illinois Blue Sky Law, and said that under the 
original 1919 Act, such a sale was void. But a 1921 amendment to Section 37 made such 
a sale only voidable at the election of the purchaser. The Court further stated that the 
necessary tender by the purchaser of the security is made when the security is offered 
to the seller at the close of the testimony in any action to determine if the Act had 
been complied with. This would seem to be the law under the Illinois Securities Law 
of 1953. 


® The following cases have held that there is sufficient tender when a second 
security that has been exchanged for the illegally sold security is tendered to the pur- 
chaser: Puntenney v. Wildeman, 318 III. 139, 149 N.E. 2 (1925); Bunge v. Kirchoff, 251 
Ill. App. 119 (2d Dist. 1928); Puntenney v. Mantle, 249 Ill. App. 242 (3d Dist. 1928). 
In Rudolph-Christy Casket Co. v. Tanci, 244 Ill. App. 314 (1st Dist. 1927), the Court 
held that the seller has the right of set off against the purchase price of unregistered 
securities for another debt owing from the purchaser to the seller. In Howard v. Corn 
Belt Farmers Co-op. Ass., 225 Ill. App. 449 (3d Dist. 1922), it was held that a purchaser 
of stock sold in violation of the Blue Sky law is not entitled to be treated as a pre- 
ferred creditor, and must share with the other general creditors of the seller. 


*’ Cases dealing with the question of the burden of proof are in some conflict. In 
Trakas v. Cokins, 224 Ill. App. 327 (1st Dist. 1922), it was held that the defendant must 
prove whether a security was registered, or need be, because the facts are peculiarly 
available to the defendant. Accord: Hudson v. Silver, 273 Ill. App. 40 (1st. Dist. 1933). 
In Piot v. Chartrand, 237 Ill. App. 117 (4th Dist. 1925), it was held that one suing for 
the return of the purchase price on the grounds that the defendant did not file a regis- 
tration statement must prove the security was a type that should have been registered. 
But having proved this, the defendant must then prove any exemption he might claim 
as a defense. Accord: People v. Smith, 315 Ill. App. 100, 42 N.E.2d 119 (ist Dist. 
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A new provision, abrogating the Dr. Pepper case,®* is found in Sec- 
tion 13C. In that case, the purchaser was allowed to rescind after he had 
refused an offer by the seller to repurchase the securities at the purchase 
price plus interest. The new provision denies the purchaser the right to 
recover under Section 13A (rescission) if he refused to accept such an 
offer to repurchase as was made in the Dr. Pepper case within thirty days 
from the date received. The statute of limitations on suits by the state for 
violations, or by the purchaser to avoid the sale, is three years from the 
date of the violation. The Secretary of State will furnish on request cer- 
tificates of compliance or non-compliance that shall be prima facie evi- 
dence in determining whether or not a valid registration has been made. 


CONCLUSION 


The aim of all security regulation should be to protect the public with 
the least possible interference to honest business.*® The Illinois Securities 
Act of 1953 is a step in that direction. The new exemption providing for 
the “private offering” removes the burden of registration for an issue that 
does not affect the investing public. Registration by notification and regis- 
tration by description succeed in eliminating some of the burden of an 
Illinois registration when the Federal Act is complied with. 

It is submitted, however, that registration requirements in Illinois could 
be entirely eliminated in respect to securities registered under the Federal 
Act. The theoretical reason for requiring an Illinois registration in such a 
case may be found in the different policies upon which the two laws are 
based; the Federal law is a disclosure statute, while the Illinois Act is a 
regulatory law and performs the screening process. Yet, it seems doubtful 
that this theoretical difference has any practical significance, because state 
Blue Sky laws are, for the most part, unenforceable on an interstate level. 

The problem is well illustrated by the experience of the Securities and 
Exchange Commission in attempting to enforce the Securities Act of 1933 
in the Canadian cases.°* In recent years, Canadian issuers have been selling 
large quantities of worthless or near worthless securities to the American 


1942); Oppenheimer v. Peabody, Houghelling Co., 270 Ill. App. 240 (1st Dist. 1933). 
But in People v. Johnson, 355 Ill. 380, 189 N.E. 271 (1934), it was held that the plaintiff 
must negate the possibility of an exempt security or an exempt transaction. 

* Scholossberg v. Chicago Dr. Pepper Bottling Co., 350 Ill. App. 166, 112 N.E.2d 
173 (1953). It is no defense to any action to collect on notes given to buy securities, 
that the sale of securities violates the Illinois Blue Sky law when it appeared the notes 
were in the hands of a b.f.p. without notice of the defense. Danford v. Winter, 192 
F.2d 937 (8th Cir. 1951). Accord: McGregor v. Lamont, 225 Ill. App. 451 (3d Dist. 
1922). 

* See President Roosevelt’s message to Congress urging the adoption of a Federal 
Securities law on March 29, 1933, set out at page one in the TENTH ANNUAL REPORT OF 
THE SECURITIES AND EXCHANGE COMMISSION (1944). 

* See Note, Enforcing United States Securities Regulation Against Canadians: Con- 
flict of Law Problems, 66 Harv. L. Rev. 1081-94 (1953). 
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public without complying with Federal law. The problems faced in enforc- 
ing the fraud provisions of the 1933 Act on such an international level have 
been perplexing. A new extradition treaty with Canada and a new exemp- 
tion allowing the sale of three hundred thousand dollars worth of securities 
without registration may help solve the problem.** 

The situation is complicated when forty-seven of forty-eight separate 
legal communities, all having Blue Sky laws, attempt to regulate the sale 
of securities in interstate commerce. First, there is the constitutional objec- 
tion that the states have no right to regulate commerce of an interstate 
nature, and consequently, may not enjoin such transactions. Because such 
interstate sales are commonly made by mail, there is the problem of obtain- 
ing jurisdiction of the seller who may be violating a particular Blue Sky 
law, so that the civil or criminal penalties provided by such a law can be 
enforced.*8 Once a judgment has been rendered, the next stumbling block 
is the ineffective system of interstate rendition that exists in the country.®° 
Without the power of extradition, the enforcement of criminal sanctions is 
difficult. And certainly the remedy of rescission provided by the Illinois 
statute is a poor deterrent, since if pursued, it results merely in the restora- 
tion of the status quo. 

Thus, it would seem that the Illinois Blue Sky law is effective only 
as applied to a local sale, and is needed only in a situation not covered by 
the Securities Act of 1933. While the Federal Act is merely a disclosure 
statute, in practice its anti-fraud provisions would seem to afford adequate 
protection in the interstate situation.*° True, the stock of the Tucker Cor- 
poration was registered under the Federal Act and nevertheless, was sold to 
the investing public. It may be argued that a regulatory Blue Sky law, if 
enforceable, would prevent such a sale and is therefore a needed supple- 
ment to the Federal Act. But it is interesting to note that the Tucker 
stock was also registered and sold in Illinois, despite the screening out 
process our Blue Sky law is supposed to perform. If the Securities Act of 
1933 is complied with, the registration requirements under the new Illinois 
Securities law appear to be largely surplusage, and might be eliminated from 
the next Illinois Securities law. 

KENNETH G. ARNESEN 


* Regulation D, discussed in NINETEENTH ANNUAL REPORT OF THE SECURITIES AND 
ExcHANGE CoMMISSION 11 (1953). 

Travelers Health Ass’n v. Commonwealth, 188 Va. 177, 51 S.E.2d 263 (1949). 
Commented upon in: 59 YALE L.J. 360 (1950); 17 U. Cu. L. Rev. 328 (1950). 

*® Note, Interstate Extradition Under the Federal Constitution and the Laws of 
Illinois [1953] Law Forum 451. 

“ Indicating that an unsound security may be fraudulent per se, see: R. A. Smith, 
The Relation of Federal and State Security Laws, 4 Law & Contemp. Pros. 241 (1937). 

















Case Comments 
AGENCY—Right to Patent as Between Employer and Employee. (Federal) 


Plaintiff, a manufacturer of photographic equipment, employed the 
defendant as its chief engineer in charge of electrical instruments. During 
the term of employment the plaintiff obtained a patent on an improved type 
of exposure meter, the development work on this invention being done by 
the defendant and various others in the employ of the plaintiff company. 
The plaintiff brought this suit fora declaration that it is the owner of the 
patent by virtue of an employment agreement between the plaintiff and the 
defendant. In its essentials this agreement provided for the defendant’s em- 
ployment at a specified salary plus certain further compensation. The 
further compensation was to consist of (1) the payment of two cents on 
each meter currently manufactured by the plaintiff; (2) the payment of 
seven cents per meter for a five year period from the date of production on 
new models produced after the defendant’s employment; (3) the payment, 
in the event of termination of employment, of seven cents per meter on de- 
signs which embody features of the defendant’s contribution and which 
have been covered by patents. The defendant denied the plaintiff’s claims 
and counterclaimed for an accounting pursuant to the agreement. Held: 
Complaint dismissed and an accounting ordered on the counterclaim. Any 
uncertainty in the language of the contract is to be interpreted most strictly 
against the party responsible for the drafting of the instrument. The contract 
should be construed as a royalty agreement, which negatives the plaintiff's 
position in the absence of an express contrary provision. De Jur-Amsco 
Corp. v. Fogle, 119 F. Supp. 262 (D. N.J. 1954). 

The law looks upon a patentable invention as property belonging to the 
one who conceives and develops it, and by statute any right in or to a patent 
is assignable in law.! This is the root of the problems incident to the owner- 
ship of a patent, which arise from the employer-employee relation. The 
relative rights of the employer and the employee to an invention made by 
the latter stem from the contract of employment.’ It is clear that the mere 
relationship of employee-employer does not of itself give the employer any 
interest in the employee’s invention.* However, under certain conditions 
the employer may be entitled to the complete ownership of the invention 
under express or implied terms of the employment contract.* 


1Rev. Stat. § 4898 (1897), as amended, 55 Stat. 643 (1941), 35 U.S.C. § 47 (1946). 

* United States v. Dubilier Condenser Corp., 289 U.S. 178, 53 Sup. Ct. 554 (1933). 

* American Cyanamid Co. v. Hubbell, 76 F.2d 807 (3d Cir. 1935); Milwaukee v. 
Activated Sludge, 69 F.2d 577 (7th Cir. 1934). 

* Standard Parts Co. v. Peck, 264 U.S. 52, 44 Sup. Cr. 239 (1924); Dalzell v. Bueber 
Watch Case Mfg. Co., 149 U.S. 315, 13 Sup. Ct. 886 (1893). 
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In the absence of a valid claim to the ownership of the patent, the em- 
ployer may under certain conditions assert a “shop right” in the invention. 
In general, where the employee makes the invention at the employer’s ex- 
pense, using the employer’s tools, material, etc., the employer is entitled to 
a nonexclusive license to the invention.® The extent of this license varies with 
the circumstances of the case.® 

In view of the difficulty and uncertainty in establishing implied rights 
many employers require, as a condition of employment, that certain em- 
ployees sign contracts in which the employee expressly agrees to assign 
future inventions to the employer. These agreements are governed by the 
law of ordinary contracts, and as a general proposition those that are un- 
reasonable as to time, space, or subject matter are unenforceable.” A valid 
agreement will be specifically enforced and the employee enjoined from 
conduct with respect to the invention which is likely to injure the em- 
ployer.’ The validity of such contracts has been upheld in numerous cases 
against objections that they were unconscionable,® against public policy,'° 
without consideration,! or lacking in mutality of obligation.12 Even where 
such contracts contain provisions which are held unenforceable the courts 
will give effect to the reasonable portions.1* 

The permissible scope of these contracts is left somewhat in doubt by 
the cases. No objection is made to provisions which relate the subject matter 
to the employer’s present business; 14 but where a provision also relates the 
subject matter to business in which the employer may hereafter be con- 
cerned, the cases are in conflict.!® If the contract cover only the period or 
term of employment, there is no objection; 1* and seemingly, a provision 
including inventions “now known” or made prior to the contract will be 
held valid.!? But if the provision is construed to extend the contract for an 


*Pure Oil Co. v. Hyman, 95 F.2d 22 (7th Cir. 1938); Heywood-Wakefield Co. v. 
Small, 87 F.2d 716 (1st Cir. 1937); Barton v. Nevada Consol. Copper Co., 71 F.2d 381 
(9th Cir. 1934). 

*Gill v. United States, 160 U.S. 426, 16 Sup. Ct. 322 (1896); Keyes v. Eureka 
Consol. Min. Co., 158 U.S. 150, 15 Sup. Ct. 772 (1895). 

"Wa ker, Patents § 345 (Deller’s Ed. 1937). 

* Goodyear Tire & Rubber Co. v. Miller, 22 F.2d 353 (9th Cir. 1928). 

* Thibodeau v. Hildreth, 124 Fed. 892 (1st Cir. 1903). 

” Hulse v. Bonsack Mach. Co., 65 Fed. 864 (4th Cir. 1895). 

* Mississippi Glass Co. v. Franzen, 143 Fed. 501 (3d Cir. 1906). 

® Tbid. 

** Guth v. Minnesota Mining & Mfg. Co., 72 F.2d 385 (7th Cir. 1934). 

“ Wege v. Safe-Cabinet Co., 249 Fed. 696 (6th Cir. 1918); Aspinwall Mfg. Co. v. 
McGill, 32 Fed. 697 (C.C.D. N.J. 1887). 

* Compare, Conway v. White, 9 F.2d 863 (2d Cir. 1925) with Guth v. Minnesota 
Mining & Mfg. Co., 72 F.2d 385 (7th Cir. 1934). 

*Even in the absence of limiting language the contract will be so construed. 
Thibodeau v. Hildreth, 124 Fed. 893 (1st Cir. 1903). 

* Hebbrand v. America Zinc, Lead & Smelting Co., 161 F.2d 339 (8th Cir. 1947); 
United Aircraft Products Co. v. Warrick, 79 Ohio App. 165, 72 N.E.2d 669 (1945). 
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unreasonable time beyond the term of employment, the provision is unen- 
forceable.!® In some cases the courts have gone surprisingly far in upholding 
broad provisions in these contracts.!® 

Moreover, the fact that the employment agreement does not expressly 
provide that the inventions of the employee shall be assigned to the em- 
ployer does not preclude the employer from establishing a claim to the in- 
vention.”° In such cases, the employer may have a right to the invention on 
other grounds, such as, a trust relationship,?! acquiescence of the employee,”* 
mechanical development by the employee of the employer’s idea,?* or em- 
ployment for the purpose of inventing.** It should be noted that the contract 
in the main case is completely silent on the question of ownership or assign- 
ment of any patents which may be involved. 

The language of a number of early cases indicates that nothing short of 
an express provision in the employment contract will entitle an employer to 
an assignment of the employee’s invention.2> However, in Standard Parts 
Co. v. Peck,?* the Supreme Court held that an agreement to assign might be 
implied from the terms of employment or other circumstances, and that 
where the employment was for the purpose of inventing, the invention be- 
longed to the employer. The theory is that the employment is for the limited 
and definite purpose of inventing, and the employee has hired out the whole 
of his inventive powers with respect to his employer’s business.?7 


*TIn Guth v. Minnesota Mining & Mfg. Co., 72 F.2d 385 (7th Cir. 1934), the time 
was unlimited, and the court held the provision unenforceable. A provision extending 
the contract for one year was held reasonable in National Cash Register Co. v. Rem- 
mington Arms Co., 242 N.Y. 99, 151 N.E. 144 (1926), but in Goodyear Tire and Rub- 
ber Co. v. Miller, 22 F.2d 353 (9th Cir. 1928), a similar provision was thought to be 
unreasonable. 

*In New Jersey Zinc Co. v. Singmaster, 71 F.2d 277 (2d Cir. 1934), the contract 
was held enforceable, where it consisted of instructions issued to employees subsequent 
to their employment and which was construed to include patentable ideas of all kinds, 
even if entirely unrelated to the employer’s business. 

* Agawam Woolen Co. v. Jordan, 7 Wall. 583 (1868); National Development Co. 
v. Gray, 316 Mass. 240, 55 N.E.2d 783 (1944); Wireless Specialty Apparatus Co. v. Mica 
Condenser Co., 239 Mass. 158, 131 N.E. 307 (1921); Quaker State Oil Ref. Co. v. Talbot, 
315 Pa. 517, 174 Atl. 99 (1934). 

71 Tt seems that the inventor must be in a fiduciary capacity with respect to the em- 
ployer. Dowse v. Federal Rubber Co., 254 Fed. 308 (N.D. Ill. 1918). 

» Dixon v. Moyer, 7 Fed. Cas. 758, No. 3, 931 (C.C.D. Pa. 1821). 

** Robinson v. McCormick, 29 App. D.C. 98 (1907). 

**Standard Parts Co. v. Peck, 264 U.S. 52, 44 Sup. Crt. 239 (1924); Solomons v. 
United States, 137 U.S. 342, 11 Sup. Ct. 88 (1890). 

* Hapgood v. Hewitt, 119 U.S. 226, 7 Sup. Ct. 193 (1886); Pressed Steel Car Co. 
v. Hansen, 137 Fed. 403 (3d Cir. 1905); Barber National Carbon Co., 129 Fed. 370 (6th 
Cir. 1904). 

*° 264 U.S. 52, 44 Sup. Cr. 239 (1924). 

7*,The employer may be prevented from asserting any right to the invention on 
grounds of estoppel. Texas Co. v. Gulf Ref. Co., 26 F.2d 394 (Sth Cir. 1928); Parker 
Rust-Proof Co. v. Allen, 231 Mich. 69, 203 N.W. 890 (1925). 
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Later, in United States v. Dubilier Condenser Corp.,?® the Supreme 
Court refused to extend the principle of the Peck case, and said that where 
the employment is general, the contract is not so broadly construed as to 
require an assignment of the patent; the court further held that employment 
for research does not contemplate invention.”® A vigorous dissenting opinion 
thought that applied research and pure research should be distinguished, 
and that where the employment was for applied research, as in this case, in- 
vention might reasonably be expected to result. 

Both parties in the instant case cited the Dubilier case in support of 
their position. This exemplifies the confusion illustrated by the volume and 
lack of uniformity of the cases in this field. Apparently, the rules applied 
in each case are the same, but after accounting for the factual differences 
in each case, there remains an apparent inconsistency in the results.*° To a 
considerable extent, this lack of harmony in the decisions seems due to the 
disposition of some courts, following the lead of the Supreme Court in the 
Dubilier case, to take an unrealistic view of the factual question involved in 
determining the type of employment. 

In the case under consideration the court thought the Dubilier case 
tended to support the employee’s position. The inference is that employ- 
ment in the capacity of chief engineer does not involve invention.*! It seems 
more than doubtful that this view accords with the realities of the engineer- 
ing profession or with industrial practice, generally. 

Although the exact language of the contract in the instant case is not 
set out in the opinion, it purported to be an employment compensation 
agreement; and as previously noted, the agreement was silent on the ques- 
tion of patent ownership. The decision, however, was founded entirely upon 
the construction of the contract as a royalty agreement, leaving the impres- 
sion that the issue of implied rights raised by the Dubilier case was not 
thoroughly considered. Of course the construction placed upon the agree- 
ment was reached by well supported canons of construction; nevertheless, 


289 U.S. 178, 53 Sup. Ct. 554 (1933). The Court also held that government em- 
ployees stand on the same basis as other employees with regard to ownership of in- 
ventions. 

“The reluctance of courts to imply or infer an agreement by the employee to 
assign his patent is due to a recognition of the peculiar nature of the act of invention. 
...” 289 U.S. 178, 188, 53 Sup. Ct. 554, 557 (1933). 


*° Compare, Houghton v. United States, 23 F.2d 386 (4th Cir. 1928); Magnetic 
Mfg. Co. v. Ding Magnetic Separator Co., 16 F.2d 739 (7th Cir. 1927); Tennessee Copper 
& Chemical Corp. v. Martin, 4 F. Supp. 38 (D. N.J. 1932); and State v. Neal, 152 Fla. 
582, 12 So.2d 590 (1943); with United States v. Dubilier Condenser Corp., 289 U.S. 178, 
53 Sup. Cr. 554 (1933); State Bd. of Ed. v. Bourne, 150 Fla. 323, 7 So.2d 383 (1942); and 
Marton-Gaulin Mfg. Co. v. Colony, 255 Mass. 194, 151 N.E. 71 (1926). 


“It has been held to be immaterial whether the employee was hired to devote part 
or all of his time to inventive work. Magnetic Mfg. Co. v. Dings Magnetic Separator 
Co., 16 F.2d 739 (7th Cir. 1927). The breadth of the field is also immaterial, if the em- 
ployee is doing that for which he is hired. St. Louis & O’Fallon Coal Co. v. Dinwiddie, 
53 F.2d 655 (D. Md. 1931); Hoyt v. Corporon, 268 Mass. 544, 168 N.E. 94 (1929). 
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precedent did not compel such a result. The court’s inclination to reach 
this result may be motivated by underlying considerations of policy.*? 


WALTER R. PErIRSON 


DRAM SHOP—Limitation on Right of Recovery. (Illinois) 


Petitioners, the wife and 10 children of Floyd Childers, brought this 
action under the Dram Shop Act.! to recover for loss of support. The com- 
plaint alleges Floyd Childers was permanently injured by an intoxicated 
person and asks $15,000 damages for each petitioner. The defendant moved 
that the complaint be amended to apply the limit of $15,000 as an aggregate 
recovery. When petitioners elected to stand on their complaint, judgment 
was given for the defendant. On appeal, held: Reversed and remanded. 
Each person who is injured within the terms of the statute has the right to 
recover up to, but not exceeding, $15,000. Childers v. Modglin, 2 Ill. App. 
2d 292, 119 N.E.2d 519 (4th Dist. 1954). 

In construing any statutory provision it is necessary to pierce the 
actual wording of the statute and examine the intent thereof. By recourse 
to the underlying purpose the true meaning of the Act may become more 
discernible. 

In 1874, Illinois departed from the common-law rule that it was not an 
actionable tort to sell liguor to an able man and enacted the first Dram Shop 
Act.” The present Act, passed in 1934, is similar in most respects to the 
original enactment.® 

The statute has a dual purpose: (1) to promote the health, safety, and 
welfare of the people of Illinois by affording a remedy for injuries resulting 
from the wrongful conduct of intoxicated persons, and (2) to promote 


* See 1 Georce Wasu. L. Rev. 96 (1932). See also, Cornfeld, The Employer-Em- 
ployee Relation in Patent Law, 32 Jour. Pat. Orr. Soc. 345 (1950), in which the author 
purports to find a general trend toward construing written agreements and surround- 
ing circumstances liberally in favor of the employer. 

"Iti. Rev. Srat., c. 43, § 135 (1953). “Every husband, wife, child, parent, guardian, 
employer or other person, who shall be injured, in person or property, or means of 
support, by an intoxicated person, or in consequence of the intoxication, habitual or 
otherwise, of any person, shall have a right of action in his or her own name, severally 
or jointly, against any person, or persons who shall, by selling or giving alcoholic 
liquor, have caused the intoxication, in whole or in part, of such person, . . . recovery 
under this Act for injury to the person or to the property of any person or for loss of 
means of support resulting from the death or injury of any person, as aforesaid, shall 
not exceed $15,000... .” 

* Howlett v. Doglio, 402 Ill. 311, 83 N.E.2d 708 (1949); Manthei v. Heimerdinger, 
332 Ill. App. 335, 75 N.E.2d 132 (2nd Dist. 1947). 

® The acts are so much alike, that the decisions construing the earlier Act have been 
held to be applicable under the doctrine of stare decisis to the present statute. O'Connor 
v. Rathje, 368 Ill. 83, 12 N.E.2d 878 (1938); Gunderson v. First National Bank of Chicago, 
296 Ill. App. 111, 16 N.E.2d 306 (1st Dist. 1938). 








504 LAW FORUM [ Vo. 1954 


temperance in the use of intoxicating beverages and provide a necessary 
check on the liquor traffic. In this way the Act shifts the burden from the 
defenseless public to the owner of the dram shop who has the choice of 
either bearing the loss himself or spreading the risk via insurance. 

To effectuate this policy, the Act although penal in effect and in 
derogation of the common law, has been designated as remedial in nature 
and has been construed “to suppress the mischief and advance the remedy.” ® 

It has been held, accordingly, that every individual injured in his per- 
son,® property,’ or means of support ® by an intoxicated person, or in con- 
sequence of the intoxication of any person, has a separate and distinct cause 
of action. For example, a widow is unable in any way to waive or destroy 
the right of any of her children.® The Act, in addition, provides a remedy 
for a family desiring to sue jointly instead of separately. Any number of 
claimants are given the privilege of joining in a suit against the dram shop 
keeper and owner, who are jointly and severally liable for injuries caused 
by an intoxicated person.?° 

The rather comprehensive coverage of the Act further indicates its 
remedial nature.!! Liability is imposed upon any person who is engaged in 


‘Howlett v. Dogio, supra note 2; O’Connor v. Rathje, 368 Ill. 83, 12 N.E.2d 878 
(1938). 


* Howlett v. Doglio, supra note 2; Economy Auto Ins. Co. v. Brown, 334 Ill. App. 
579, 79 N.E.2d 854 (2nd Dist. 1948). 

* Skillman v. McDowell, 317 Ill. App. 85, 147 N.E. 382 (2nd Dist. 1942) (patron 
shot by a woman arguing with her husband); Reisch v. Foster, 125 Ill. App. 509 (3d 
Dist. 1906) (miscarriage caused by husband assaulting wife). 


"Earp v. Lilly, 217 Ill. 582, 75 N.E. 552 (1905); Lloyd v. Kelly, 48 Ill. App. 554 
(3d Dist. 1892) (wife’s money squandered by husband). 


®It seems the prevailing view in Illinois is that the loss of voluntary contributions 
is an injury to a person’s means of support and will uphold a dram shop action. Gilmore 
v. Killion, 281 Ill. 154, 118 N.E. 36 (1917); Cook v. Kirgen, 332 Ill. App. 294, 75 N.E.2d 
120 (4th Dist. 1947); Pearson v. Renfro, 320 Ill. App. 202, 50 N.E.2d 598 (2nd Dist. 1943). 


*Stecher v. People, 217 Ill. 348, 75 N.E.2d 501 (1905); Johnson v. McCann, 61 III. 
App. 110 (3d Dist. 1895). 


* Osborn v. Leuffgen, 381 Ill. 295, 45 N.E.2d 622 (1943); Wanack v. Michels, 215 
Ill. 87, 74 N.E. 84 (1905). 

An interesting point to note is that a judgment against the operator alone is a 
lien against the owner’s property and may be enforced by a suit in equity. Wall v. 
Allen, 244 Ill. 456, 91 N.E. 678 (1910). This is the result even though the owner did 
not have his day in court. Garritty v. Eiger, 272 Ill. 127, 111 N.E. 735 (1916); affirmed, 
Eiger v. Garritty, 246 U.S. 97, 38 Sup. Ct. 298 (1918). 

*% Zahn v. Muscarello, 336 Ill. App. 188, 83 N.E.2d 504 (1st Dist. 1947) (drowning 
while drunk will support wife’s action); Bejnerowicz v. Bakos, 332 Ill. App. 151, 74 
N.E.2d 614 (1st Dist. 1947); Hammers v. Knight, 168 Ill. App. 203 (2nd Dist. 1912) (family 
may recover for suicide resulting from intoxication); Spousta v. Berger, 231 Ill. App. 
454 (3d Dist. 1923) (a dram shop action was successful where a family lost its means of 
support due to a forged check given by the intoxicated person); Brown v. Moudy, 199 
Ill. App. 85 (4th Dist. 1916); Stacey v. Robbin, 194 Ill. App. 349 (1st Dist. 1915) (wife 
may recover for loss of support where husband commits crime while drunk and is im- 
prisoned). 
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the liquor traffice for gain, whether directly '? or indirectly.1* Excluded 
from this coverage is the host who serves intoxicating beverages to his social 
guests.1* All that need be shown is that the dram shop keeper contributed 
in some degree to the intoxication,!® and that the plaintiff suffered damages 
to his person, property, or means of support as a result of this intoxication.'® 

From an examination of the 1949 amendment it seems clear that the 
legislature did not manifest the intention to curtail any of the basic rights 
given by the Act. Subject to the limitation on the amount recoverable, the 
amendment still provides for a separate right of action in every person in- 
jured by an intoxicated person.!” . 

To adopt a construction limiting group or individual recovery to a 
$15,000 aggregate, would frustrate the very objectives which the Act was 
designed to promote. The previous concept of a right of action in every 
person injured in his means of support would be rendered a nullity. If two 
families lost their support, a recovery by one could abolish the right of action 
in the other, without notice, and without participation. A plaintiff could 
conceivably have no right to anything, regardless of the defendant’s ability 
to pay.!® Besides being inimical to the remedial purpose of the Act, such a 
construction would result in the creation of an unnecessary labyrinth. 

Numerous questions would be left unanswered by such a construction. 
How could all of the parties be joined? Would there be a right of interven- 
tion? What type of notice would be necessary to bar a claimant? What 
would be the method of distribution of an award among the various claim- 
ants? Should the distribution be per capita, in proportion to loss, or as in the 
Injuries Act, by descent? !® The absence of these provisions creates an infer- 
ence that the legislature never contemplated applying the statutory limit 
to a group of claimants. 

On the other hand by applying the limit to each cause of action sepa- 
rately, the statute is made practicable and workable. All the parts of the 


* Cruse v. Alden, 127 Ill. 231, 20 N.E. 73 (1889); Vetrovec v. Meyers, 209 IIl. 
App. 637 (1st Dist. 1910). 

*® Hewitt v. People, 186 Ill. 336, 57 N.E. 1077 (1900) (farmer selling intoxicating 
cider may be liable under Act); Wright v. People, 101 Ill. 126 (1881) (druggist selling 
liquor included within Act); Klapp v. Benevolent Order of Elks, 309 Ill. App. 145, 33 
N.E.2d 161 (3d Dist. 1941) (social fraternity held liable under Act even though it was 
a non-profit corporation). 

* Albrecht v. People, 78 Ill. 510 (1875); People v. Kryl, 168 Ill. App. 298 (2nd 
Dist. 1912). 

* Osborn v. Leuffgen, 381 Ill. 295, 45 N.E.2d 622 (1943) (it is a jury question but 
the consumption of one bottle of beer could be sufficient); Tipton v. Schuler, 87 Ill. 
App. 517 (3d Dist. 1900) (intoxication does not mean a drunken stupor). 

* Osborn v. Leuffgen, 381 Ill. 295, 45 N.E.2d 622 (1943); Cook v. Kirgen, 332 III. 
App. 294, 75 N.E.2d 120 (4th Dist. 1947). 

Iii. Rev. Stat., c. 43, § 135 (1953). 

* Childers v. Modglin, 2 Ill. App.2d 292, 119 N.E.2d 519 (1954). 

* TLL. Rev. Srat., c. 70, § 2 (1953). 
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statute are consistent, definite, certain, and equal in their application. This 
construction is certainly preferable. 

In reaching its decision the court refused to treat the construction of 
this 1949 amendment as an exercise in logic and dialectics. By considering the 
entire legislation and the circumstances surrounding its enactment, the court 
has accepted a construction consistent with the language of the statute and 
in accordance with its design and purpose. 

Ronavp M. Guink 


EVIDENCE—Criminal Admissions v. Criminal Confessions. (Illinois) 


The defendants, Hiller and Liljeblad, were convicted of rape. When 
the defendants were apprehended, a written statement was taken by the 
police from Liljeblad. The statement was not introduced into evidence nor 
was the officer to whom it was given called as a witness. However, when 
Liljeblad was cross-examined, the prosecution was allowed to employ the 
purported confession for purposes of impeachment. Counsel for the de- 
fendants objected, alleging that it was given under duress. In response to 
one of the questions, Liljeblad testified that only by reason of force and 
coercion had he made the confession. The trial court, without inquiring 
into the voluntary nature of the statement, admitted the passages read by 
the prosecution into evidence and overruled the objections. On writ of 
error to the Illinois Supreme Court, held: Reversed. The statement or con- 
fession by the defendant was not competent for any purpose unless and 
until its voluntary nature had been established. People v. Hiller, 2 Ul.2d 323, 
118 N.E.2d 11 (1954). 

It is a well established principle that a confession is encompassed within 
the admission exception to the hearsay rule. Generally, it consists of an 
acknowledgment of guilt in relation to a criminal charge.! However a 
criminal confession has a distinct peculiarity in that it must meet one 
specific qualification before it may be admitted into evidence—it must be 
proved to have been voluntarily given.* The foundation of this rule of 
qualification is that under certain conditions a confession may become un- 
trustworthy. The basis for this distrust lies with judicial experience.* 
Though there has been no collection of statistics, innocent persons have 
often been placed in a position where an untrue acknowledgment of guilt 
seems momentarily more advantageous than other alternatives associated with 
silence. Another basis for this rule is grounded on the policy of maintain- 


*3 Wicmorr, Evinence § 816 (3d ed. 1940). 

* People v. Maggio, 324 Ill. 516, 155 N.E. 373 (1927); People v. Buckminster, 274 
Ill. 435, 113 N.E. 713 (1916). 

*3 Wiamore, Evipence § 822 (3d ed. 1940). 

* Newspapers are replete with cases where an accused bares in court actual evidence 
of severe beatings suffered at the hands of the police in an attempt by them to obtain 
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ing the personal dignity of the individual. The law enforcement agencies 
must be prohibited from infringing on the basic rights of the private citizen. 
The status of the individual must be maintained so that he is not subjected 
to the indignities that frequently accompany standard police methods. 

Generally, the voluntary nature of an admission need not be established 
if such admission does not amount to a criminal confession.5 This is most 
often exemplified by an exculpatory statement which denies guilt. An il- 
lustrative Illinois case on this point is People v. Wynekoop.® Here the de- 
fendant, a female physician, was convicted of murdering her sister-in-law, 
the latter having been found shot to death on the defendant’s operating 
table. The defendant twice stated that during her absence from the office 
there had been a robbery and a subsequent shooting. Later the defendant 
alleged that while making an examination of the deceased she negligently 
allowed her to take an overdose of chloroform. The court in holding that 
these statements did not amount to a confession said, “Exculpatory state- 
ments do not require proof of their voluntary origin, hence a preliminary 
examination is not necessary.” 

Thus it may be concluded that a confession of guilt is an admission of 
the criminal act itself and not an admission of a fact or circumstance from 
which guilt may be inferred; it must be a voluntary statement by the per- 
son as to his agency or participation in a crime.’ Statements of fact which 
do not admit guilt but rather attempt to establish extenuating circumstances 
are merely exculpatory utterances and these utterances are deemed compe- 
tent as gneral admissions of a party. There need be no proof of their 
voluntary origin.® 

A confession once proved incompetent cannot be used as self contra- 
dictions tending to impeach the credibility of the witness.1° Since the 
statement has no probative value as a confession, it is equally without pro- 
bative value by way of impeachment." The burden is always on the prose- 


a confession. The difficulty lies in the repeated success of these methods and the futility 
of raising the objection in court. 

5 People v. Popovich, 295 Ill. 491, 129 N.E. 161 (1920). (The defendant made a 
statement of self defense which was offered by the prosecution for impeachment pur- 
poses. The court held that the prosecution did not have to establish the voluntary 
nature of the statement.) For a collection of cases see, 3 Wigmore, Evipence § 821 (3d 
ed. 1940). 

*359 Ill. 124, 194 N.E. 276 (1934). See also People v. Gibbs, 349 Ill. 83, 181 N.E. 
628 (1932). 

"People v. Johnson, 197 Ill. 48, 64 N.E. 286 (1902). 

5 People v. Nachowitz, 340 Ill. 480, 172 N.E. 812 (1930). (The court said that 
declarations of the accused are not always confessions, but can be denials of guilt which 
are attempts to explain circumstances likely to excite suspicion.) 

* This is the foundation for the familiar expression that anything the accused has 
said can be used against him. 

” People v. Sweeny, 304 Ill. 502, 136 N.E. 687 (1922). 

“However the Supreme Court of the United States has allowed illegally obtained 
evidence to be used for impeachment purposes. Where such use is made the Court held 
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cution to establish by a preponderence of evidence that the confession is 
reliable and not tainted with evidence of physical force or duress. This 
determination must be made solely by the trial judge outside the presence 
of the jury.!* If this judicial procedure is not strictly followed, and if evi- 
dence tending to establish the use of “third degree methods” is presented 
before the jury, it may be concluded that the accused has been denied due 
process of law.1% 

The court in the principal case stated that an admission or confession 
is not competent for any purpose unless its voluntary nature is first estab- 
lished. The question is, what did the court mean when it said admission? Is 
the word to be interpreted in its literal sense so as to include exculpatory 
statements such as those in the Wynekoop case? 

The court cited four cases as precedent for the seemingly all-inclusive 
statement. Each of these cases contained a coerced statement that was ob- 
tained by the police through “third degree methods.” 1* These statements 
contained incriminating admissions, termed statements in the nature of con- 
fessions. Moreover, these decisions cited authority dealing solely with the 
issue of criminal confessions. The most recent decision, People v. Adams,}® 
in distinguishing exculpatory statements from criminal confessions, held 
that the requirement of establishing the voluntary nature of the statement 
applied only to the latter case. 

By its very nature an exculpatory statement does not admit guilt. Stand- 
ing alone, it does not prejudice the defendant. Only when it is used in con- 
junction with other statements can it be incriminating. A defendant generally 
makes this statement to exonerate himself from guilt arising from the in- 


that the jury is to be given instructions as to the probative value and restricted function 
of the evidence. Walder v. U.S., 347 U.S. 62, 74 Sup. Ct. 354, 356 (1954). Justice Frank- 
furter stated, “It is one thing to say that the government cannot make affirmative use of 
the unlawfully obtained evidence. It is quite another thing to say that the defendant can 
turn the existence of such evidence to his own advantage by using it as a shield against 
contradiction of untruth.” 

® People v. Rogers, 413 Ill. 554, 110 N.E.2d 201 (1953). However, in the absence 
of objection by the defendant, the question of reliability does not arise. On this point 
see People v. Hurry, 385 Ill. 486, 52 N.E.2d 173 (1944); People v. Leving, 371 Ill. 448, 
21 N.E.2d 391 (1939). 

8 Ashcraft v. Tenn., 327 U.S. 274, 66 Sup. Ct. 544 (1946); McNabb v. U.S., 318 US. 
332, 63 Sup. Ct. 608 (1943); Brown v. Miss., 297 U.S. 278, 56 Sup. Ct. 461 (1936); 
People v. Sloss, 412 Ill. 61, 104 N.E.2d 807 (1952); People v. Webber, 401 Ill. 584, 83 N.E. 
2d 297 (1949). 

* People v. Adams, 1 IIl.2d 446, 115 N.E.2d 774, (1953); People v. Santucci, 374 Ill. 
395, 29 N.E.2d 508 (1940); People v. Spranger, 314 Ill. 602, 145 N.E. 706 (1924); People 
v. Colvin, 284 Ill. 196, 128 N.E. 396 (1920). In the Spranger case the court held it proper 
to submit an issue to the jury of whether the statement was voluntarily made. This seems 
clearly to be in error, for to assure the accused of a fair trial, the confession must be 
kept from the jury until it has been held to be admissible. Anything short of this pro- 
cedure would constitute prejudicial error which is what the later Illinois cases hold. 
People v. Rogers, 413 Ill. 554, 110 N.E.2d 201 (1953). 


1 Tll.2d 446, 115 N.E.2d 774 (1953). 
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criminating circumstances. It is made without respect to the effect it may 
later have when employed for purposes of impeachment. Hence there is no 
real need for questioning the reliability of the statement.!® 

It would seem that the court did not intend the word admission to be 
all-inclusive. It may be that the court was so moved by the unconscionable 
conduct of the law enforcement agencies, that it was attempting to estab- 
lish permanently that a coerced statement of guilt would be allowed no 
probative value for any purpose. It may safely be predicted that if a case 
similar on its facts to People v. Wynekoop should once again arise, the court 
would not apply the reliability rule to the exculpatory statements denying 
guilt. Hence, it can be stated that the prosecution must sustain the burden 
of establishing the voluntary origin of a statement only in situations involving 
either an admission in the nature of a criminal confession or an actual con- 
fession of criminal guilt. 

Atvin E. DoMAsH 


PUBLIC UTILITIES—Natural Gas Act Construed to Encompass Sales by 
Independent Producers. (United States) 


The petitioner, Phillips Petroleum Company, is engaged in the produc- 
tion, processing and sale of natural gas.! Sales are made to interstate pipeline 
companies which transport and resell to consumers and local distributing 
companies in fourteen states. However, Phillips does not engage in interstate 
transmission of gas from producing fields to consumer markets nor is it 
affiliated with an interstate natural gas pipeline company. 

In a proceeding to determine whether these sales are subject to regula- 
tion under the Natural Gas Act ? the Federal Power Commission * held that 
the petitioner was not a natural gas company within the meaning of the act.* 
The Court of Appeals for the District of Columbia reversed *® and on cer- 
tiorari to the Supreme Court of the United States, held: Affirmed. Con- 
gressional intent in passing the Natural Gas Act was to give the FPC juris- 
diction over the rates of all wholesale sales of natural gas in interstate com- 


*® However, there is some possibility that an exculpatory statement might be ob- 
tained by coercion or force. This arises in the case where the accused refuses to confess 
even when severely beaten and the police are forced to settle for a statement denying 
guilt and this statement is later offered for impeachment purposes. However, with 
modern police methods this situation is not likely to arise. 

1 The gas flows from producing wells, through pipelines, to one of Phillips’ twelve 
processing plants. After processing is completed the gas passes through outlet pipes, of 
lengths not exceeding a few hundred feet, to a delivery point where the gas is delivered 
to the interstate pipeline companies. 

2715 U.S.C. § 717, 52 Strat. 833 (1952) as amended. 

’ Hereinafter referred to as the FPC. 

*10 F.P.C. 246 (1951). 

5 Wisconsin v. Federal Power Commission, 205 F.2d 706 (D.C. Cir. 1953). 
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merce, whether by a pipeline or not. Phillips Petroleum Company v. State of 
Wisconsin, 347 U.S. 672, 74 Sup. Ct. 794 (1954). 

The decision in the instant case represents the culmination of a con- 
troversy that has steadily grown in intensity since the passage of the Natural 
Gas Act in 1938. The crux of this controversy has been whether § 1(b)® of 
the Act grants the FPC control over the rates charged by an independent 
producer or gatherer in sales of natural gas to an interstate pipeline. 

The matter was thought to be settled shortly after the passage of the 
Act by the FPC decision in re Columbian Fuel Corporation." In that decision 
the FPC expressly denied its jurisdiction over independent producers or 
gatherers. However, the controversy began anew when, two years later in 
1942, the Court of Appeals for the District of Columbia accused the Com- 
mission of interpreting § 1(b) too narrowly.® 

This set the stage for the much discussed, yet seldom understood, series 
of decisions rendered in regard to FPC regulation of sales made by the Inter- 
state Natural Gas Company. The FPC rejected Interstate’s contention that 
such sales were within the “production or gathering” exemption of § 1(b) 
and held that such sales were subject to rate regulation.? This decision was 
affirmed by the Court of Appeals 1° and by the Supreme Court."! 

A cursory examination of the Supreme Court’s opinion would seem to 
indicate a reversal of the Commission’s holding in the Columbian case. How- 
ever, there are several facts which deny this conclusion. Prior to the Com- 
mission proceeding, the Interstate Company had successfully resisted state 
regulation by maintaining that the sales in question were in interstate com- 
merce and thus not subject to state regulation.!* Thus, had the decision been 
against FPC jurisdiction, these sales would have been completely free from 
regulation by state or federal agencies. Moreover, Interstate was subject to 
FPC regulation because of sales other than those involved in the case pre- 
sented. In its brief before the Supreme Court the FPC stated that this was 
the basis for its jurisdiction and that it did not seek to extend its jurisdiction 


°“The provisions of this act shall apply to the transportation of natural gas in 
interstate commerce, to the sale in interstate commerce of natural gas for resale for 
ultimate public consumption for domestic, commercial, industrial, or any other use, 
and to natural gas companies engaged in such transportation or sale, but shall not apply 
to any other transportation or sale of natural gas or to the local distribution of natural 
gas or to the facilities used for such distribution or to the production or gathering of 
natural gas.” 

™2 F.P.C. 200 (1940). 

* Peoples Natural Gas Company v. Federal Power Commission, 127 F.2d 153 (D.C. 
Cir. 1942). 

® Re Interstate Natural Gas Company, Inc., 3 F.P.C. 416 (1943). 

Interstate Natural Gas Company v. Federal Power Commission, 156 F.2d 949 
(5th Cir. 1946). 

"Interstate Natural Gas Company v. Federal Power Commission, 331 U.S. 682, 67 
Sup. Cr. 1482 (1947). 

® Ross and Foster, Phillips and the Natural Gas Act, 19 Law & Contemp. Pros. 382, 
385 (1954). 
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over sales made by independent producers or gatherers.!* The decision itself 
conclusively shows that it was not to serve as a precedent for holding sales 
by independent producers or gatherers subject to FPC jurisdiction. The 
court expressly declined to decide whether the jurisdictional test applied in 
the Columbian proceeding was valid.'4 

Despite these facts, apprehension grew. During the period between the 
Interstate and Phillips decisions, Congress rejected a number of bills which 
expressly excluded FPC jurisdiction over sales by independent producers or 
gatherers to interstate pipelines.'® 

The decision in Federal Power Commission v. Panhandle Eastern Pipe- 
line Co.,!° decided in 1949, bears upon this problem. Although this case did 
not center around rate regulation, an interpretation of § 1(b) was involved. 
In regard to that section, the majority stated: 17 


“Although these sections bear evidence of congressional considera- 
tion of the relationship of production properties to other elements of the 
natural gas business, they do not even by implication suggest to us an 
extension of the regulatory provisions of the act to cover incidents 
connected with the production or gathering of gas.” 


This, and other parts of the decision lead to the inference that the Court 
was adopting a policy of “hands-off” in regard to any regulation of activities 
engaged in by independent producers or gatherers.1* 

The FPC decision in the Phillips case !° was nothing more than a routine 
reaffirmation of the Commission’s position on the question for the past 
fourteen years.?° The Court of Appeals’ reversal *! merits little attention as 
the opinion is somewhat vague.?* However, the Supreme Court’s decision is 
both novel and explicit. In short, the Court holds that the FPC has power, 
under the Natural Gas Act, to establish the rates charged by all producers 


* Id. at 386. 

331 U.S. 682, 690, 67 Sup. Ct. 1482, 1487 (1947). 

* The Priest Bill—H.R. 4099, 80th Cong., Ist Sess. (1947); The Rizel Bill—H.R. 
4051, 80th Cong., Ist Sess. (1947); The Kerr Bill—S. 1498, 81st Cong. 2d Sess.: (1949); 
The Lyle Bill—H.R. 3285, 82nd Cong. Ist Sess. (1951). 

° 337 U.S. 498, 69 Sup. Cr. 1251 (1949). 

* 337 US. 498, 506, 69 Sup. Cr. 1251, 1256. (1949). 

* As Justice Clark points out in his dissent, the Interstate opinion stated that the 
case was “. . . not a precedent for regulation of any part of production or marketing.” 
337 U.S. 498, 506, 69 Sup. Cr. 1251, 1257 (1949). 

” Re Phillips Petroleum Co., 10 F.P.C. 246 (1951). 

7° Re General Cande Oil Co., 7 F.P.C. 1024 (1948); Re La Gloria Corporation, 7 
F.P.C. 349 (1948); Re The Superior Oil Company, 7 F.P.C. 627 (1948); R.J. and D.E. 
Whelan, 6 F.P.C. 672 (1947); Re the Chicago Corporation, 6 F.P.C. 98 (1947); Kansas- 
Nebraska Natural Gas Company, 6 F.P.C. 664 (1947); Re Fin-Ker Oil and Gas Produc- 
tion Company, 6 F.P.C. 92 (1947); Re Columbian Fuel Corporation, 2 F.P.C. 200 (1940). 


1 Wisconsin v. Federal Power Commission, 205 F.2d 706 (D.C. Cir. 1953). 


*For an excellent discussion of this opinion see, Ross and Foster, Phillips and the 
Natural Gas Act, 19 Law anp Contemp. Pros. 383, 401 (1954). 
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or gatherers of natural gas in sales to purchasers who transport the gas in 
interstate commerce. 

The decision purports to stand upon (1) the Interstate case, and (2) 
congressional intent. The Interstate case is referred to by the Court as being 
directly in point. Needless to say, the facts presented in the discussion of 
that case earlier in this comment would seem to indicate otherwise. 

The opinion recognizes that the Natural Gas Act was passed to plug the 
“gap” in regulation of Natural Gas Companies resulting from judicial de- 
cisions prohibiting, on constitutional grounds, state regulation of many of 
the interstate commerce aspects of the Natural Gas business. However, the 
Court sees the Act as plugging a “gap” which did not in fact exist at the 
time of the Act. Two cases are cited in the opinion as illustrating that prior 
to the Natural Gas Act the states were held not to be constitutionally 
competent to regulate sales by independent producers to interstate pipe- 
lines.* This would be strong evidence of congressional intent as construed 
by the majority were it not for the fact that these cases are shown as not 
so holding by Justice Clark in his brilliant dissent.*4 It is also interesting to 
note that in arriving at its determination of congressional intent, the Court 
brushed aside as “irrelevant” evidence of a contrary intent > which it had 
utilized in previous interpretations of the Act.?¢ 


Public Utilities Commission v. Attleboro Steam and Electric Co., 273 U.S. 83, 
47 Sup. Ct. 294 (1927); and State of Missouri ex rel. Barrett v. Kansas Natural Gas Co., 
265 U.S. 298, 44 Sup. Ct. 544 (1924). 

** Justice Clark states: 

“., . these cases had nothing to do with sales to interstate pipelines by wholly in- 
dependent . . . producers and gatherers such as Phillips. Neither of the companies in- 
volved in those cases was engaged exclusively in production and gathering; both were 
producing and transportation companies. . . .; both Kansas and Attleboro sold to dis- 
tributing companies in the course of interstate transmission.” 

** The forerunner of the Natural Gas Act was H. R. 11, 662, 74th Cong. 2d Sess. 
(1936). This bill was altered and reintroduced as H.R. 12,680, 74th Cong. 2d Sess. (1936), 
but the bill was not brought to vote before the end of the session. It was reintroduced as 
H.R. 4008, 75th Cong. Ist Sess. (1937) and at the hearings on that measure Chairman 
Lea of the House Interstate and Foreign Commerce Committee announced that 
testimony already given with reference to the “producing and gathering” exemption 
would be utilized by the Committee. Hearings before Committee on Interstate Foreign 
Commerce on H.R. 4008, 75th Cong., Ist Sess. 1, 2, 3 (1937). Consequently, testimony 
given at the hearings on H.R. 11,662 is quite relevant in construing H.R. 4008, which 
ultimately became the Natural Gas Act. 

Among the principal witnesses at the hearings on H.R. 11,662 was Dozier A. De- 
Vane, the F.P.C. Solicitor, loaned as an aide to the Committee, and acting as the spokes- 
man for the author of the bill. Mr. DeVane was asked several times to explain the 
“production and gathering” exemption in the act and each time he replied that this 
provision exempted rates paid at the gathering field. Hearings before the Committee 
on Interstate and Foreign Commerce on H.R. 11,662, 74th Cong., 2d Sess. at pages 28, 
32 and 42 (1936). 

For a more complete discussion of this testimony see, Note, 59 YALE L.J. 1468 
(1950). 

*® Federal Power Commission v. East Ohio Gas Co., 338 U.S. 464, 70 Sup. Ct. 266 
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In evaluating the Court’s decision there are several economic factors 
which must be taken into consideration: 


First. The FPC will now be faced with an impossible task as an addi- 
tional 4000 natural gas producers and gatherers will be brought within its 
jurisdiction.?7 

Second. The decision will very likely result in a serious decrease in the 
amount of exploration and development of new gas reserves. Under the 
FPC’s historic rate making policies, the profit is so minute as to destroy any 
incentive to stay in the gas-producing business. One study showed that not 
one new major pipeline company, beginning operations after the Natural 
Gas Act, owned its own reserves.?8 

Third. The production of natural gas is not a public utility function; it 
is rather a highly risk-taking venture,?® not blessed by the legal monopoly 
aspects of true public utilities. 

Fourth. There is no need for such regulation by the FPC at the present 
time. Wholesale prices for gas at consuming city rates are about the same 
as in 1939, while prices generally have increased materially. The prices for 
the other major fuels, coal and heating oil, have doubled since that time.* 

The obvious conclusion is that corrective legislation is necessary to 
abrogate the Supreme Court’s needless extension of FPC jurisdiction. Such 
action would be to the best interests of the consumer and the industry. 


Rosert D. McKNELLY 


REAL PROPERTY—Interest Necessary to Maintain Ejectment. (Illinois) 


Plaintiff in an action of ejectment sought possession of certain premises 
located in Chicago. In support of his action plaintiff claimed ownership of 
this property under the will of his mother and averred that his mother ob- 
tained title by virtue of a warranty deed. In addition it was alleged that the 


(1950); Federal Power Commission v. Panhandle Eastern Pipeline Co., 337 U.S. 498, 695 
Cr. 1251 (1949). 

** Baker and Illig, Natural Gas Supplies for Tomorrow, 19 LAw ANp ConTEMP. Pros. 
361 (1954). 

*Falck, What Do the Panhandle and Phillips Cases Mean, 53 Pustic Utitines 
ForTNIGHTLY 639 (1954). 

Tt has been stated that there is one chance in forty of discovering a gas field, even 
when the most modern equipment is used. Hardwicke, Some Consequences of Fears by 
Independent Producers of Gas of Federal Regulation, 19 Law ANp Contemp. Pros. 342 
(1954). 

* Baker and Illig, Natural Gas Supplies for Tomorrow, 19 LAw anv Contemp. Pros. 
361 (1954); Lyle, The Natural Gas Act Needs Overhauling, 62 Public Utilities Fort- 
nightly 713 (1953). 

* Baker, Natural Gas for the Future, THe PetroLEuM ENGINEER—DRILLING AND 
Propucine Epition, Feb. 1954 at pages E-2 and E-4. 
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property was wrongfully occupied by the defendant who refused to give 
up possession. In his answer the defendant generally denied that plaintiff 
was ever possessed of the property or was seised in fee simple thereof. The 
defendant further denied that he unlawfully withheld possession, but he did, 
however, admit an entry without alleging any right, title, or interest in the 
premises. The circuit court granted plantiff’s motion for a judgment on the 
pleadings. On appeal to the Illinois Supreme Court, held: Reversed and 
remanded. Unless the plaintiff in an ejectment action actually proves title 
in himself, the defendant cannot be disturbed in his possession of the land 
irrespective of whether he has title. Thompson v. McGrue, 3 Ill.2d 168, 119 
N.E.2d 773 (1954). 

The decision in the principal case apparently is based on the age old 
rule that “in an action of ejectment the plaintiff must recover on the strength 
of his own title and not on the weakness of his adversary’s title.” This 
familiar principle originated in the early common law ? and has survived to 
the present time ® although the action of the ejectment is now governed by 
statute in a majority of the states.* 

Because of the age of this rule one would expect its implications to be 
well defined and well understood. However, to the contrary, the rule has led 
to a basic misunderstanding of the action of ejectment by lawyers and 
courts alike.’ This misunderstanding stems from the thought that if a 
plaintiff must recover on the strength of his own title, then in order to 
maintain the action he must prove actual legal title. This idea has actually 
led to more than a misunderstanding, for at least two states have adopted the 
rule that in order to maintain ejectment against even a trespasser, the plaintiff 
must prove legal title in himself with no presumptive aid from prior posses- 
sion.® Decisions to this effect are clearly contrary to the weight of authority 
in the United States and to the law in Illinois.” 

The New York Court brought the problem into proper perspective 
when it stated, “the rule that a plaintiff in ejectment must recover upon 


‘Tracy v. Norwick and Worcester Railroad, 39 Conn. 382 (1872); Doe d. Jefferson 
v. Howell, 1 Houst. (Del.) 178 (1855); Copple v. Scott, 372 Ill. 307, 23 N.E.2d 700 (1939); 
Schafer v. Robillard, 370 Ill. 92, 17 N.E.2d 963 (1938); Hooper v. Goldstein, 336 Ill. 125, 
168 N.E. (1929). 

*It first appeared as a dictum in a note to the case of Martin d. Tregonwell v. 
Slrachan, 6 Bro. Parl. Cas. 319, 1 Wils. 66 (1744) summarized in 101 E.R. 61. See also 
Doe d. Jefferson v. Howell, 1 Houst. (Del.) 178 (1855); Tracy v. Norwick and Wor- 
cester Railroad, 39 Conn. 382 (1872). 

® Harwood v. Harwood, 412 Ill. 131, 105 N.E.2d 719 (1952); Copple v. Scott, 372 
Ill. 307, 23 N.E.2d 700 (1939); Schafer v. Robillard, 370 Ill. 92, 17 N.E.2d 700 (1938). 

*SuipMAN, CoMMON Law PLeapincG §§ 64-65 (3d ed. 1923). See Int. Rev. Srat., c. 
45 (1953). 

528 Micn. L. Rev. 184 (1929). 

*Tracy v. Norwick and Worcester Railroad Co., 39 Conn. 382 (1872); Doe d. 
Jefferson v. Howell, 1 Houst. (Del.) 178 (1855). 


* Supra note 4. 
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the strength of his own title and not on the weakness of his adversary’s, has 
its proper application where title is asserted against title; but not to a case 
where defendants, making no claim of title, object that the plaintiff has not 
proved a perfect title against those who might claim adversely.” ® In other 
words, the action of ejectment does involve title to land, but it requires dif- 
ferent kinds of proof in different situations.® 

It has been clearly established in Illinois that unless the defendant shows 
a better title, proof of prior possession is prima facie evidence upon which 
to authorize a plaintiff to recover in an action of ejectment.!® It is equally 
clear that a trespasser without title who has dispossessed one in possession 
cannot, when sued in ejectment, set up an outstanding title in a third person. 
Therefore, in order to overcome a prima facie case based on the plaintiff's 
prior possession, the defendant must show title in himself or in someone 
through whom he claims. If the defendant is a wrongdoer and makes no 
claim of title, a plaintiff who can prove prior possession may maintain his 
action even though he too is a wrongdoer and a trespasser.!? In Herbert v. 
Herbert the Illinois court said, “The plaintiff must prove property in him- 
self, or a right of possession—he may try title or not, and if he does not 
desire to adduce his title, he may try nothing but the right of possession. 
Prior possession is evidence of a fee, and, although the lowest, unless re- 
butted by higher, it must clearly prevail.” 18 

On the other hand, if the defendant does make a claim of title, the 
plaintiff, to sustain a recovery, must prove something more than mere prior 
possession.'* These cases give rise to two different situations: (1) where the 
plaintiff and defendant claim title through a common source, and (2) where 
the plaintiff and defendant claim title through different sources. 

If both parties claim through a common source, the plaintiff may re- 
cover by proving title from such source.!® For example, if both parties claim 
title from A, the plaintiff need not show that A had title. He need only 


® Deering v. Reilly, 167 N.Y. 189, 190, 60 N.E. 447, 448 (1901). 

® Thompson v. Thompson, 411 Ill. 232, 103 N.E.2d 607 (1952); Dagit v. Childerson, 
391 Ill. 611, 63 N.E.2d 706 (1945). 

 Plenderleith v. Edwards, 328 III. 431, 159 N.E. 780 (1927); Burns v. Curran, 275 
Ill. 448, 114 N.E. 166 (1916); Casey v. Kimmel, 181 Ill. 154, 54 N.E. 905 (1899); Benefield 
v. Albert, 132 Ill. 665, 24 N.E. 634 (1890); Anderson v. McCormick, 129 Ill. 308, 21 N.E. 
803 (1889). 

™ Randolph v. Hinck, 288 Ill. 99, 123 N.E. 273 (1919); Casey v. Kimmel, 181 Til. 
154, 54 N.E. 905 (1899); Anderson v. Gray, 134 Ill. 550, 25 N.E. 843 (1890). An attempt 
by a defendant in an ejectment action to set up title in a third person is often referred 
to as a plea in jus tertii. 

2 Coombs v. Hertig, 162 Ill. 171, 44 N.E. 393 (1896); Riverside Co. v. Townshend, 
120 Ill. 9, 9 N.E. 69 (1886); McKibben v. Newell, 41 Ill. 461 (1866); Herbert v. Herbert, 
1 Ill. (Breese) 354 (1830). 

#1 Til. (Breese) 354, 357 (1830). 

* Supra note 10. 

* Worley v. Crawford, 252 Ill. 378, 96 N.E. 821 (1911); Pollock v. Maison, 41 Ill. 
516 (1886); Tilghman v. Little, 13 Ill. 239 (1851); Doe v. Johnson, 3 Ill. 522 (1840). 
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prove that he has that title of which A was formerly possessed. Since the 
defendant is claiming title from A also, he is deemed to have admitted A’s 
title and no investigation is made beyond that point. 

The plaintiff, himself, may make an affidavit claiming a common source 
of title.1* In this event he may recover as set out above by merely tracing 
his title to that source unless the defendant actually claims title from another 
source’? 

Where the parties claim title from different sources, the plaintiff can 
establish a prima facie case by showing a conveyance from a grantor in 
possession.1® However, the showing of a conveyance from one not in posses- 
sion does not create a prima facie case, and in such an event the plaintiff must 
prove title through a United States patent.1® This point was illustrated in 
Krause v. Nolte ?° where the plaintiff proved a conveyance from A to B and 
from B to himself. Since he did not prove that A’s title was derived from 
the government or that either A or B or himself had been in possession, the 
court held in favor of the defendant. 

Where actual legal title is necessary to the plaintiff's case, something 
different than paper title through the government may be sufficient. For 
example, one who has obtained title through adverse possession for the 
statutory period is vested with legal title and may maintain ejectment to 
recover such possession.”! Also a tenant in common owning an undivided 
one-third interest in the fee can recover in ejectment.?? However, a plaintiff 
cannot prevail on the basis of equitable title, because only legal title may 
be tried in an action at law.” 

Regardless of the situation involved or the title held by the plaintiff, he 
cannot maintain ejectment unless he is entitled to present possession.?4 There- 
fore, if one is only a remainderman or the holder of a reversionary interest, 
he cannot maintain the action.”® 

The decision in the instant case is in accord with the other authorities 


*Stalford v. Goldring, 197 Ill. 156, 64 N.E. 395 (1902); Chicago, Rock Island and 
Peoria Railroad Co. v. Hardt, 138 Ill. 120, 27 N.E. 910 (1891); Cairo and St. Louis 
Railroad Co. v. Parrott, 92 Ill. 194 (1879). 

" Ibid. 

*® Dagit v. Childerson, 391 Ill. 611, 63 N.E.2d 706 (1945); Copple v. Scott, 372 Ill. 
307, 23 N.E.2d 700 (1939); Stowell v. Spencer, 190 Ill. 453, 60 N.E. 800 (1901); Coombs 
v. Hertig, 162 Ill. 171, 44 N.E. 392 (1896). 

” Hellman v. Roe, 275 Ill. 158, 113 N.E. 989 (1916); Krause v. Nolte, 217 Ill. 298, 
75 N.E. 362 (1905). 

217 Ill. 298, 75 N.E. 362 (1905). 

* Hinchman v. Whetstone, 23 Ill. 185 (1859) (twenty year statute); Hubbard v. 
Kiddo, 87 Ill. 578 (1877) (seven year statute under color of title and payment of taxes). 

*™ Dickman v. Madison County Light Co., 304 Ill. 470, 136 N.E. 790 (1922). 

* Schafer v. Robillard, 370 Ill. 92, 17 N.E.2d 963 (1938); Phelps v. City of Chicago, 
331 Ill. 80, 162 N.E. 119 (1928); Wales v. Boque, 31 Ill. 464 (1863). 

™* Whitham v. Ellsworth, 259 Ill. 243, 103 N.E. 223 (1913); Batterton v. Yoakum, 17 
Ill. 288 (1855). 

* Ibid. 
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cited herein. In fact, its result was primarily based on a rule of evidence 
rather than on the substantive law of ejectment. The plaintiff here was 
denied a judgment on the pleadings because the defendant had denied 
plaintiff's title. In such a case, it was incumbent upon the plaintiff to go 
ahead with his proof. If he is able to establish the truth of his pleadings, he 
will be awarded a judgment at that time. 

Some of the language of this opinion is loosely stated and might rise to 
plague the court in future cases. For example, the court said, “In order to 
show prima facie evidence of title the plaintiff must make proof of actual 
possession under a deed or other claim of ownership. It is insufficient that 
plaintiff merely makes claim of title. It is required that there be proof of 
actual title in plaintiff.” °° Such a statement might lead one to believe that 
the court would require a plaintiff to prove actual legal title before he 
could recover in any case of ejectment. However, when these words are 
viewed with the facts of the case it is evident that the court is merely re- 
quiring the plaintiff to prove his allegations in order to obtain a judgment. 

As was pointed out above, it has been clearly established in Illinois that 
where a defendant makes no claim of title, a plaintiff may have ejectment 
merely by proving prior possession. It is equally well established that where 
a defendant does claim title, a plaintiff cannot recover by proving mere prior 
possession, but must prove a superior title in himself. Broad general state- 
ments of the law such as appear in the instant case willl be found in every 
decision dealing with the action of ejectment, and in order to avoid being 
misled, one must remember that under different conditions different kinds of 
proof are required. Consequently, statements in a case where legal title is 
being tried cannot be properly applied to a case where only possession is at 
stake; and statements in a case involving mere possession are not applicable 
where title is drawn into question. If the courts in preparing their opinions 
would keep this principle in mind, a great deal of the confusion surrounding 


the action of ejectment could be eliminated. 
Joun W. Merzcer 


STATE AND LOCAL TAXATION—Publication of Original Personal 
Property Assessment. (Illinois) 


Defendant filed a verified schedule of his property which was subject 
to taxation and was assessed thereon, but the tax was not paid. An action 
was brought against him to recover the personal property taxes for the year 
in question. He defended on the ground that the list of personal property 
assessments was not published in a newspaper as required by section 103 of 
the Revenue Act of 1939. On appeal from a judgment against defendant in 
the county court, held: Judgment reversed. The statute providing that the 


*© 3 l.2d 168, 173, 119, N.E.2d 773, 776 (1954). 
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assessment of personal property shall be published in full in a public news- 
paper is mandatory, and if there is no publication, the tax is invalid. People 
v. Jennings, 3 Ill.2d 125, 119 N.E.2d 781 (1954). 

Under the due process clause of the Fourteenth Amendment, the tax- 
payer must be given notice and an opportunity to be heard upon the valua- 
tion of his property at some stage of the tax proceedings before he is 
required to pay the tax.! The Illinois courts, however, have provided the 
taxpayer much greater protection. Due process under the Illinois Constitu- 
tion has been construed to mean that the taxpayer must be given notice and 
an opportunity to be heard prior to any increase in his assessment after the 
original assessment has once been made.? Upon first impression the purpose 
of the statute construed in the present case appears to be to given the tax- 
payer notice of his original assessment. If this were its true purpose, the 
decision could be justified on the ground that Illinois’ already strict view on 
notice requirements is merely being extended. 

However, as a matter of due process, publication is not required to 
validate an original assessment in Illinois. A brief examination of the Illinois 
assessment procedure will show why this is true. First, the personal property 
assessment when made by the assessor is usually made in the presence of the 
taxpayer, since the taxpayer is required to file a schedule of personal prop- 
erty.* Even though the taxpayer is not present, notice is not required, since 
he knows his property is liable for taxation and the assessment books are 
available for inspection. After the assessment is once made, however, it 
cannot be changed by the assessor except upon prior notice.5 

Second, after the assessor has compiled the assessment list, he must 
return the books to the supervisor of assessments, and at this time the super- 
visor may make changes in the assessment.® But before the supervisor may 
make any increase, notice must be given to the taxpayer.” Third, publication 
occurs subsequently to completion of assessments by the assessor and super- 
visor of assessments.® Fourth, the board of review meets to make any further 


’ Turner v. Wade, 254 U.S. 64, 41 Sup. Ct. 27 (1920); Londoner v. Denver, 210 U.S. 
373, 28 Sup. Ct. 708 (1907); Cental of Ga. Rwy. Co. v. Wright, 207 U.S. 127, 28 Sup. Ct. 
47 (1907). 

2 People v. St. Louis Merchants’ Bridge Co., 268 Ill. 477, 109 N.E. 311 (1951); 
Cleghorn v. Postlewaite, 43 Ill. 428 (1867) (the assessor and/or supervisor of assessments 
must give notice prior to an increase in assessment); Itt. Rev. Srat., c. 120, § 588 (1953) 
(the board of review must give notice prior to any increase). 

*Itt. Rev. Srat., c. 120, § 529 (1953). The procedure outlined is that of one class 
of counties in Illinois, viz., those under 150,000 in population. There are several varia- 
tions for the other classes but the procedure is basically similar. 

‘Grant Land Association v. People ex rel. Hanberg, 213 Ill. 256, 72 N.E. 804 (1904). 

* Cleghorn v. Postlewaite, 43 Ill. 428 (1867). 

® Tut. Rev. Srat., c. 120, § 571 (1953). 

* People v. St. Louis Merchants’ Bridge Co., 268 Ill. 477, 109 N.E. 311 (1915). 

®Iut. Rev. Srat., c. 120, § 584 (1953). Actually publication does not occur until 
after the board of review first meets, but it does occur before the board can accomplish 
very much business. 
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revisions, but no increase can be made except upon prior notice.® It is 
obvious, therefore, that publication does not serve as notice at any stage 
of the assessment procedure. Further substantiating this conclusion are the 
Court’s own words wherein it stated that this provision was “like that of 
provisions concerning notice.” 1° Though like notice, according to the 
Court, it is still not notice. 

It is true that in some of the other jurisdictions some type of overt 
action is required as notice of the initial assessments, but comparisons are 
basically of little value due to the dissimilarity of the controlling statutes. 
Only a few states require publication of the initial assessment lists, and the 
procedure even in these states varies greatly.1! The differences between the 
other states are even more pronounced. Some states require the mailing of 
a notice to each taxpayer; !* others require publication of notice; !* and still 
others hold that the date given by statute of when the tax becomes due is 
sufficient.'* While the procedure in some of the states may present a situa- 
tion where notice of the initial assessment is desirable or even necessary, 
the foregoing discussion shows that this is not true in Illinois. 

If publication is not intended as notice, what is its function? Publication 
of assessment lists, when it has been discussed, has been a controversial 
matter.15 The purpose of publication can be deduced from the arguments 
pro and con on whether publication is advisable from a policy standpoint. 
Against publication are pitted the following arguments: (1) publication is 
expensive, (2) desired publicity can be achieved through inspection of the 
assessments rolls, and (3) publication makes informers of one’s neighbors.¢ 
On the pro side, it is said that giving taxpayers easy access to the informa- 
tion on the amount of taxes paid by their neighbors vitiates many of the 
inequalities which are otherwise present in an assessment.!? The arguments, 
it can be seen, are based on considerations of publicity, i.e., whether a more 
correct assessment can be achieved through publicizing each taxpayer's 


* Int. Rev. Srar., c. 120, § 588 (1953). 

* People v. Jennings, 3 Ill.2d 125, 128, 119 N.E.2d 781, 783 (1954). 

™ States such as Rhode Island and Nevada have at one time or another required the 
publication of assessment lists in some form. See BoyLe, PUBLICATION OF ASSESSMENT List, 
SECOND INTERNATIONAL CONFERENCE—INTERNATIONAL Tax ASSOCIATION, 250, 253 (1914). 
But it appears that only Oklahoma has had a statute similar to that of Illinois with the 
requirement of newspaper publication. Law 1919, c. 160, p. 231, § 1, which has since 
been repealed. 

” E.g., Re McPherson, 104 N.Y. 306, 10 N.E. 685 (1887). 

* E.g., GENERAL Laws Mass. 1931, c. 59, § 26. 

* E.g., Sutter v. Scudder, 110 Mont. 390, 103 P.2d 303 (1940). (It is incumbent upon 
a property owner to take notice of the known fact that all property is taxed annually.) 

* See the discussion in BoyLe, PuBLicaTion oF ASSESSMENTS, EIGHTHEENTH ANNUAL 
CoNFERENCE—NATIONAL TAx ASSOCIATION, 214 (1925). 

 Boyte, PuBLicATION oF ASSESSMENT Lists, SECOND INTERNATIONAL CONFERENCE— 
INTERNATIONAL Tax AssocIATION, 250 (1914). 

* Id. at 251. 
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assessment of personal property shall be published in full in a public news- 
paper is mandatory, and if there is no publication, the tax is invalid. People 
v. Jennings, 3 Ill.2d 125, 119 N.E.2d 781 (1954). 

Under the due process clause of the Fourteenth Amendment, the tax- 
payer must be given notice and an opportunity to be heard upon the valua- 
tion of his property at some stage of the tax proceedings before he is 
required to pay the tax.! The Illinois courts, however, have provided the 
taxpayer much greater protection. Due process under the Illinois Constitu- 
tion has been construed to mean that the taxpayer must be given notice and 
an opportunity to be heard prior to any increase in his assessment after the 
original assessment has once been made.? Upon first impression the purpose 
of the statute construed in the present case appears to be to given the tax- 
payer notice of his original assessment. If this were its true purpose, the 
decision could be justified on the ground that Illinois’ already strict view on 
notice requirements is merely being extended. 

However, as a matter of due process, publication is not required to 
validate an original assessment in Illinois. A brief examination of the Illinois 
assessment procedure will show why this is true. First, the personal property 
assessment when made by the assessor is usually made in the presence of the 
taxpayer, since the taxpayer is required to file a schedule of personal prop- 
erty.* Even though the taxpayer is not present, notice is not required, since 
he knows his property is liable for taxation and the assessment books are 
available for inspection. After the assessment is once made, however, it 
cannot be changed by the assessor except upon prior notice.® 

Second, after the assessor has compiled the assessment list, he must 
return the books to the supervisor of assessments, and at this time the super- 
visor may make changes in the assessment.® But before the supervisor may 
make any increase, notice must be given to the taxpayer.” Third, publication 
occurs subsequently to completion of assessments by the assessor and super- 
visor of assessments.’ Fourth, the board of review meets to make any further 


1 Turner v. Wade, 254 U.S. 64, 41 Sup. Ct. 27 (1920); Londoner v. Denver, 210 U.S. 
373, 28 Sup. Cr. 708 (1907); Cental of Ga. Rwy. Co. v. Wright, 207 U.S. 127, 28 Sup. Cr. 
47 (1907). 

*People v. St. Louis Merchants’ Bridge Co., 268 Ill. 477, 109 N.E. 311 (1951); 
Cleghorn v. Postlewaite, 43 Ill. 428 (1867) (the assessor and/or supervisor of assessments 
must give notice prior to an increase in assessment); Itt. Rev. Srat., c. 120, § 588 (1953) 
(the board of review must give notice prior to any increase). 

*Trv. Rev. Srat., c. 120, § 529 (1953). The procedure outlined is that of one class 
of counties in Illinois, viz., those under 150,000 in population. There are several varia- 
tions for the other classes but the procedure is basically similar. 

‘Grant Land Association v. People ex rel. Hanberg, 213 Ill. 256, 72 N.E. 804 (1904). 

* Cleghorn v. Postlewaite, 43 Ill. 428 (1867). 

® Tut. Rev. Srat., c. 120, § 571 (1953). 

* People v. St. Louis Merchants’ Bridge Co., 268 Ill. 477, 109 N.E. 311 (1915). 

®Iu. Rev. Srat., c. 120, § 584 (1953). Actually publication does not occur until 
after the board of review first meets, but it does occur before the board can accomplish 
very much business. 
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revisions, but no increase can be made except upon prior notice.® It is 
obvious, therefore, that publication does not serve as notice at any stage 
of the assessment procedure. Further substantiating this conclusion are the 
Court’s own words wherein it stated that this provision was “like that of 
provisions concerning notice.” 1° Though like notice, according to the 
Court, it is still not notice. 

It is true that in some of the other jurisdictions some type of overt 
action is required as notice of the initial assessments, but comparisons are 
basically of little value due to the dissimilarity of the controlling statutes. 
Only a few states require publication of the initial assessment lists, and the 
procedure even in these states varies greatly. The differences between the 
other states are even more pronounced. Some states require the mailing of 
a notice to each taxpayer; !* others require publication of notice; !* and still 
others hold that the date given by statute of when the tax becomes due is 
sufficient.'* While the procedure in some of the states may present a situa- 
tion where notice of the initial assessment is desirable or even necessary, 
the foregoing discussion shows that this is not true in Illinois. 

If publication is not intended as notice, what is its function? Publication 
of assessment lists, when it has been discussed, has been a controversial 
matter.15 The purpose of publication can be deduced from the arguments 
pro and con on whether publication is advisable from a policy standpoint. 
Against publication are pitted the following arguments: (1) publication is 
expensive, (2) desired publicity can be achieved through inspection of the 
assessments rolls, and (3) publication makes informers of one’s neighbors.!® 
On the pro side, it is said that giving taxpayers easy access to the informa- 
tion on the amount of taxes paid by their neighbors vitiates many of the 
inequalities which are otherwise present in an assessment.!? The arguments, 
it can be seen, are based on considerations of publicity, i.e., whether a more 
correct assessment can be achieved through publicizing each taxpayer’s 


*Iut. Rev. Srar., c. 120, § 588 (1953). 

® People v. Jennings, 3 Ill.2d 125, 128, 119 N.E.2d 781, 783 (1954). 

™ States such as Rhode Island and Nevada have at one time or another required the 
publication of assessment lists in some form. See BoyLe, PuBLICATION OF ASSESSMENT List, 
SECOND INTERNATIONAL CONFERENCE—INTERNATIONAL Tax AssSocIATION, 250, 253 (1914). 
But it appears that only Oklahoma has had a statute similar to that of Illinois with the 
requirement of newspaper publication. Law 1919, c. 160, p. 231, § 1, which has since 
been repealed. 

* F.g., Re McPherson, 104 N.Y. 306, 10 N.E. 685 (1887). 

* E.g., GENERAL Laws Mass. 1931, c. 59, § 26. 

“ E.g., Sutter v. Scudder, 110 Mont. 390, 103 P.2d 303 (1940). (It is incumbent upon 
a property owner to take notice of the known fact that all property is taxed annually.) 

* See the discussion in BoyLe, PuBLicaTION oF ASSESSMENTS, EIGHTHEENTH ANNUAL 
CONFERENCE—NATIONAL TAx ASSOCIATION, 214 (1925). 

’ BoyLe, PuBLICATION OF ASSESSMENT Lists, SECOND INTERNATIONAL CONFERENCE— 
INTERNATIONAL Tax AssoctATION, 250 (1914). 
Id. at 251. 
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assessment. This type of publicity has nothing whatsoever to do with notice. 

What then was the Court’s basis for holding the statute mandatory? 
Provisions in a statute which are designed to secure order, system, and dis- 
patch in the proceedings which the statute covers are considered directory.® 
Failure to follow such provisions is not fatal to the validity of the pro- 
ceedings.!® On the other hand, provisions which are intended for the protec- 
tion of the citizen and of his rights are considered mandatory,”° and dis- 
regarding them renders the proceedings invalid.?! 

Into which of these categories does the statute under discussion tend to 
fall? The Court states that the statute is intended “to afford the taxpayer 
the information and an opportunity to ascertain whether the assessment is 
excessive or disproportionate.” 2? Does such information protect the citizen’s 
rights or does it merely promote order, system, and dispatch? This question 
was answered by an Oklahoma Court when faced with an almost identical 
fact situation under a substantially similar statute.2* There the Court held 
that although failure to publish the assessment list made it more difficult for 
a taxpayer to ascertain any inequalities, it was still possible for him to do so 
by other means such as checking the assessment rolls. Thus, failure to pub- 
lish did not deprive the taxpayer of any rights since he still had a remedy 
for every wrong in the matter of assessment by other statutory provisions. 

There is no doubt that it would be easier for the taxpayer to discover 
the inequalities, etc., in assessments if the list were published, but this fact 
is the very proof needed to show that publication is merely designed to 
improve system and dispatch in the proceedings. Since the taxpayer is not 
deprived of any remedies in Illinois,?4 it seems that the same reasoning should 
apply, and the provision should be considered directory. 

Perhaps something more patent influenced the Court’s decision. Prior 
to 1941, the Revenue Act *® expressly declared that “the failure so to pub- 
lish shall not be considered as a valid objection to the tax.” The Court may 
have felt that it discerned a legislative intent when this provision was deleted 
in 1941, and a more general provision, not mentioning failure to publish, 
was substituted.?® Yet the Court indicated that if there had been an attempt 


'S French v. Edwards, 80 U.S. 506 (1871). 

* Ibid. 

*° Ibid. 

* Erhardt v. Schroeder, 155 U.S. 124, 15 Sup. Ct. 45 (1894); Miller v. Lakewood 
Housing Co., 125 Ohio St. 152, 180 N.E. 700 (1932). 

* Supra note 10. 

*® Bonaparte v. American Vinegar Mfg. Co., 161 Okla. 54, 17 P.2d 441 (1932); Law 
1919, c. 160, p. 231, § 1. 

* Young, Taxpayers’ Remedies, [1952] Law Forum 255. 

* Til. Laws 1939, c. 120, § 106. 

* Tit. Rev. Srat., c. 120, § 587 (1953). “No assessment of real or personal property 
shall be considered as invalid because such assessment was not correctly listed or be- 
cause such assessment was not in the name of the true owner or owners thereof.” 
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to comply with the law by publishing a list which excluded the defendant 
in the present case, the tax would be valid.?7 In such a case, the taxpayer 
certainly would not be provided with a comparison of his assessment in 
relation to other assessments. Such a result is paradoxical, therefore, since 
the Court’s reasoning in holding this section inoperative in the present case 
is not carried out to its logical conclusion. 

The curative section of the Revenue Statute provides, inter alia, that 
“no error or informality .. . not affecting the substantial justice of the tax 
itself, shall vitiate . . . the tax or assessment thereof.” 28 The Court decided 
that this provision was not broad enough to cover the failure to publish. In 
the light of the previous discussion showing that justice has not been 
affected, the Court seems to have construed the section too narrowly. Fur- 
ther weakening the Court’s interpretation is the public policy behind such 
a statute, not to have an entire assessment declared void due to a technicality, 
when the communities must rely on their taxes to perform their everyday 
functions of government. And there is no doubt that the legislature has the 
power to remedy any defect which it could have constitutionally dispensed 
with in the first instance.?® 

The only conclusion that can be drawn is that the Illinois Supreme 
Court in attempting to continue its zealous protection for the taxpayer has 
passed beyond mere protection and has allowed a taxpayer to avoid taxation 
by adding another mandatory requirement to the maze of technicalities 
which are inherent in a taxation system which is designed to promote sub- 
stantial justice for all taxpayers. It can only be hoped that this decision does 
not indicate a trend toward holding substantially every requirement in a 
taxing statute to be mandatory. 

Atvin Busu 


STATE AND LOCAL TAXATION—Tax Deed Issued Pursuant to Scav- 
enger Act Held Invalid. (Illinois) 


Plaintiff's assignee purchased land at a tax sale conducted pursuant to 
the terms of the Illinois Scavenger Act,! and received a certificate of pur- 
chase therefor. In compliance with the statutory requirement, personal 
notice was served upon the owner of the property more than three months 
before the expiration of the period of redemption. No redemption having 
been made, plaintiff applied to the county clerk for a tax deed. The deed 
was issued, and plaintiff sued for possession. Held: judgment for plaintiff 


** Supra note 10. 
* Iii. Rev. Srat., c. 120, § 716 (1953). 
» Otoe v. Balswin, 111 U.S. 1, 4 Sup. Ct. 265 (1884). 


‘Tux. Rev. Srat., c. 120, § 716a (1953). The constitutionality of this Act was upheld 
in Schreiber v. County of Cook, 388 Ill. 297, 58 N.E.2d 40 (1944). 
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reversed. The notice served upon the owner was invalid because of the 
failure to state for what year or years the taxes were assessed, and for failure 
to show whether the land was sold for general taxes or special assessments. 
Gaither v. Lager, 2 Ill.2d 293, 118 N.E.2d 4 (1954). 

The expeditious collection of real property taxes in Illinois has long 
been a serious problem.” As a general rule, the courts have been unwilling 
to deprive delinquent taxpayers of their property.’ Judicial protection has 
been afforded by scrutinizing the facts of each case for technical errors 
which are held to render the deed invalid.* As a consequence of this judicial 
hostility, the Illinois tax title has seldom been sustained in a court of law, 
and has degenerated to the status of a speculative investment rather than a 
legally enforcible document of ownership.5 

The Illinois Scavenger Act was enacted in an effort to restore to the 
tax rolls those pieces of property upon which taxes had been in arrears for 
ten or more years.® The closing sentence of this act provides, “This section 
shall be liberally construed so that the deeds herein provided for shall convey 
merchantable title.” As has been stated, tax deeds issued before this enact- 
ment had rather consistently been interpreted as not conveying a merchant- 
able title. Therefore, inclusion of the policy statement at the close of the 
Scavenger Act would seem to indicate a legislative intent that the courts 
henceforth were to treat tax titles issued pursuant to this Act with less 
rigidity than had been the practice in the past. Whether the courts would 
adhere to the liberal construction espoused by the legislature remained an 
open question; the principal case indicates that despite a clearly defined 
legislative attempt to enhance the merchantability of certain types of tax 
titles, the courts will continue to examine such deeds in a restrictive manner. 

The court in the principal case did not deny the legislative indication 
that deeds issued pursuant to the Scavenger Act were to be given a liberal 
construction. Nevertheless, they rejected plaintiff’s argument that such 
legislative directive would foreclose any inquiry into compliance with the 
conditions imposed by the Act once a deed had been issued.? The court 
further asserted that this case was subject to constitutional restraints. It is 
provided in the Illinois Constitution that in all sales of real estate for non- 


* The court stated, “. .. We take judicial notice of the harrassment and inequities 
that are caused by those who do not pay their taxes. . . .” 

°See Harbert, Tax Foreclosures and Tax Titles, [1952] Law Forum 209, at 214. 

* [bid. 

5 See Warp, Ittinois Law or TiTLE ExAMINATION 125 (2nd ed. 1952), where the 
general unreliability of tax titles is discussed. 

®Int. Rev. Srat., c. 120, § 716a (1953) “. . . The county collector .. . shall also 
publish an advertisement giving notice of the intended application for judgment for sale 
of all tracts of lands and lots upon which all or a part of the general taxes for each of 
10 or more years are delinquent as of the date of the advertisement. . . .” 

™In Brown v. Miner, 408 Ill. 123, 96 N.E.2d 530 (1951), the court inquired into 
compliance with the conditions imposed by the Act. 
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payment of taxes, personal notice shall be served upon the owner, and that 
such notice shall be reasonable.’ The courts have consistently held that com- 
pliance with this constitutional requirement is a condition precedent to the 
right to issue a valid tax deed.® As a consequence, the mere issuance of a 
deed under the Act could not operate to preclude an inquiry into the 
process by which such deed was obtained. In asserting their right to examine 
the facts underlying the issuance of the tax deed, the court stood upon firm 
precedent.’ Plaintiff’s contention that the legislature’s mandate of “liberal 
construction” precluded any inquiry into the process by which such deed 
was executed seems hardly tenable. It was in the examination of the underly- 
ing facts, rather than in the right to examine such facts, that the court seems 
to have departed somewhat from the legislative purpose." 

The court, in “looking behind the deed,” found that two of the statutory 
requirements had not been strictly complied with. Because of the failure to 
state in the notice: (1) the year or years for which the taxes were assessed, 
and (2) whether the amounts due were for general taxes or special assess- 
ments, the notice was declared invalid.!? It is well established that a tax deed 
based upon an invalid notice is totally void.'* 

The plaintiff had contended that the “liberal construction” clause of 
the Act should specifically apply to instances where such elements as notice 
were under examination, and that strict compliance with every statutory 
requisite was not essential to the validity of the tax deed.!* The court pointed 


*Itt. Const. Art. 9, § 5, provides, “. . . the general assembly shall provide by law 
for reasonable notice to be given the owners or parties interested . . . of the facts of 
the sale of the property for such taxes or assessments, and when the time of redemption 
shall expire: Provided, that occupants shall in all cases be served with personal notice 
before the time of redemption expires.” 


® The court stated, “. . . In construing and applying this section (notice) . . . en- 
acted to carry out the constitutional mandate, we have held that strict compliance is 
necessary to the creation of a valid tax title.” See Clark v. Zaleski, 253 Ill. 63, 97 N.E. 272 
(1912); People v. Banks, 272 Il. 502, 112 N.E. 269 (1916); Palmer v. Riddle, 180 Ill. 461, 
54 N.E. 227 (1899). 

Supra note 7. 

"By adding the “liberal construction” clause, the legislature must have intended 
that susbtantial compliance with the statutory requirements should be sufficient. No 
doubt, in an instance where there had been a total lack of notice, or a serious defect in 
the notice, the court would feel compelled to invalidate the proceedings. However, in 
this case, there was no question that the defaulting landowner had been apprised of the 
pertinent facts. Actually, the defendant never pleaded a lack of notice, but relied instead 
upon the required technicalities in the form of the notice. 

2 Trp. Rev. Srat., c. 120, § 744 provides, “. . . In such notices, the purchaser, or his 
assignee, shall state when he purchased the land or lot, in whose name taxed, the de- 
scription of the land or lot he has purchased; for what year taxed or specially assessed, 
and when the time of redemption will expire.” 

Thomas v. Durchslag, 404 Ill. 581, 90 N.E.2d 200 (1950), Wright v. Glos, 264 
Ill. 261, 106 N.E. 200 (1915). 

“Had the court been more favorably predisposed toward the purchaser of the 
tax title, it is conceivable that they might have found the notice furnished amounted to 
“substantial” compliance with the terms of the act. 
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out, however, that the Scavenger Act was labelled an Amendatory Act to 
the general Revenue Act, and that an amendatory act is construed as con- 
tinuing in effect the unchanged portion of the law. Since the legislature 
had not ordained another form of notice, but rather had specifically in- 
corporated the notice section applicable to other sections of the Act,!® it 
appeared to be the legislative intent that identical notice requirements must 
be complied with in actions instituted under the Scavenger Act.!7 

The court never specifically stated that it would require exact compli- 
ance with every requirement set out in the notice section. Here, the hold- 
ing was that the omissions under present scrutiny were of such importance 
that the constitutional requirements of “reasonable notice” had not been 
met.18 

This decision raises important collateral questions concerning the status 
of the titles issued pursuant to the annual tax sale. In 1951, the legislature 
attempted to improve the efficacy of this type of deed by including in the 
amended section !° a “liberal construction” clause similar to that employed 
in the Scavenger Act. Although the court in the principal case did not 
mention the status of deeds issued under Section 266, it seems to follow 
that these deeds would also remain subject to minute perusal by the courts. 

The court has chosen, by the decision in this case, to maintain the 
“status quo” concerning merchantability of tax titles in Illinois. It could 
well be argued that the court in reaching this decision ignored the legislative 
attempt to improve the position of the purchaser at the tax sale. However, 
the judicial protection afforded delinquent property owners should not be 
lightly set aside. Perhaps a reversal of policy in this regard would have 
created far greater individual hardships than the probable increase in 
revenues would warrant. 

Ronatp S. MILLER 


* People v. Wiersema State Bank, 361 Ill. 75, 197 N.E. 537 (1935); Village of Glen- 
coe v. Harford, 317 II. 203, 148 N.E. 69 (1925). 

6 Supra note 12. 

* The court stated, “. .. We think it manifest, therefore, that despite the liberal 
construction directed, it was the legislative intent that the notice given by purchasers 
under the Scavenger Act should contain the essential elements prescribed by section 
263 (c. 120, § 744 Ill. Rev. Stat.). To hold otherwise would be to construe the legislative 
intent to be that one construction should be given section 263 when it applied to ordinary 
tax sales and yet another construction when applied to sales under the Scavenger Act. 


In invalidating the deed on the basis of notice, the court reiterated the holding 
in Lawton v. Sweitzer, 354 Ill. 620, 188 N.E. 811 (1934), where the court had pointed out 
that the purchaser at a tax sale buys with full knowledge of the statutory conditions 
and hazards assumed by him. 

Tr should be noted that this clause is similar to the liberal construction clause of 
the Scavenger Act in that both are labelled amendatory acts. However, this section 
defines several collateral requirements not found in the Scavenger Act. Whether this 
furnishes a valid grounds for distinction between the Acts has not been answered. 


FAL | CASE COMMENTS 525 


TAXATION—Constitutionality of Property Tax Differentiating Between 
Foreign and Domestic Corporations, (Illinois) 


Appellant sued to collect taxes allegedly due from appellee, a foreign 
corporation, under the Private Car Line Companies Tax Act.'! The Act 
directs the Department of Revenue of the state to assess the “operating 
personal property” of all private car lines running cars through Illinois, 
with provision so that only property actually used in Illinois is subject to the 
tax. Under the Act, the Department, in the case of domestic corporations, 
certifies the value of the corporation’s property to the county wherein the 
company has its principal place of business. The property is then taxed at 
the rate prevailing in that county. Foreign corporations are taxed by the 
Department at an “average rate of taxation,’ computed with all the counties 
in the state as a basis. Appellee’s answer below questioned the constitutional- 
ity of the taxing statute under the 14th Amendment? and the Uniformity 
Clause of the Revenue Article of the Illinois Constitution. A motion by 
appellant to strike the answer was overruled. Held: Reversed. The statute is 
not unconstitutional under the 14th Amendment,‘ even though the rates of 
taxation and the methods of assessment are different for foreign and do- 
mestic corporations. Department of Revenue v. Warren Petroleum Co., 2 
Ill.2d 483, 119 N.E.2d 215 (1954). 

A reading of the taxing statute before the court in the instant case shows 
that, in effect, there are two classifications of private car line companies 
established. After directing the assessment of the companies’ “operating 
personal property” on the basis of value, the Act orders the taxation of the 
property at different rates for the companies in each classification. It was of 
this classification that the taxpayer complained in its answer, alleging viola- 
tions of both the United States and Illinois Constitutions. 

The 14th Amendment has apparently never been construed to forbid 
a state from classifying persons and property for purposes of taxation. The 
United States Supreme Court held, in an early case,® that tax laws incorporat- 
ing classifications are valid so long as they “proceed within reasonable limits 
and general usage.” ® The Court, in a later case,” said that a state may segre- 
gate a certain class of property and then subject it to assessment and tax in 
a manner different from other property. The United States Constitution 
would be satisfied so long as there was no discrimination between members 


"Iti. Rev. Srat., c. 120, § 372.1 et seq. (1953). 

2 U.S. Const. Amend. XIV, § 1. 

* Int. Const. Art. IX, § 1. 

*The court did not specify whether it was basing its opinion on the Due Process 
Clause or the Equal Protection Clause. 

5 Bell’s Gap Railroad Co. v. Pennsylvania, 134 U.S. 232, 10 Sup. Ct. 533 (1890). 


* Beli’s Gap Railroad Co. v. Pennsylvania, 134 U.S. 232, 237; 10 Sup. Ct. 533, 535 
(1890). 
' Michigan Central Railroad Co. v. Powers, 201 U.S. 245, 26 Sup. Ct. 459 (1906). 
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of the class. The basis of the classification need not be apparent from the 
nature of the objects classified; the constitutional mandate is fulfilled if the 
classification is “reasonably founded in ‘the purposes and policy of taxa- 
tien.’ *”* 

Far more important, seemingly, is the validity of the instant tax in the 
light of the Uniformity Clause of the Revenue Article of the Illinois Con- 
stitution,® since from the cases, there appears to be no real doubt under the 
14th Amendment. The court apparently ignored this point in its opinion, 
although the taxpayer raised the issue several times in its brief.!° 

The Illinois Supreme Court has handed down a clear holding in a 
recent case as to the meaning of the important Uniformity Clause. In People 
ex rel. Schaeger v. Allyn, the court had before it the validity under the 
Uniformity Clause of taxes levied on the taxpayer’s property in the Village 
of Barrington. The Village straddles the Cook County-Lake County line, 
some of the taxpayer’s property being located in each county. Property was 
assessed at 75 per cent of fair market value in Cook County, and at 21 per 
cent of fair market value in Lake County, so that property in Cook County 
bore a much heavier tax burden than did like property in Lake County. 
This, said the taxpayer, was violative of the constitutional mandate of uni- 
formity. The court, rejecting the taxpayer’s contention, held that, “The 
rule of uniformity applies to property of like kind and similarly situated.” 2 
Since the property is located in two different assessing districts (Cook 
County and Lake County), it is not “similarly situated.” 

The tax on the property of the taxpayer in the principal case could be 
sustained under the Unnformity Clause using the rationale of the Allyn 
case, if one could say that the property of a foreign private car line is not 
similarly situated with the property of a domestic private car line. It would 
seem that such is the case, since, in essence, the foreign corporation’s prop- 
erty is located in one taxing district, the state,!* and the domestic corpora- 


’ Watson v. State Comptroller of New York, 254 U.S. 122, 124; 41 Sup. Cr. 43, 44 
(1920). Cf. Stebins v. Riley, 268 U.S. 137, 45 Sup. Ct. 424 (1925). 

°Itt. Const. Art. IX, § 1: “The general assembly shall provide such revenue as 
may be needful by levying a tax, by valuation, so that every person and corporation 
shall pay a tax in proportion to the value of his, her or its property—such value to be 
ascertained by some person or persons, to be elected or appointed in such manner as 
the general assembly shall direct and not otherwise. . . .” 

” Brief for Appellee, pp. 3, 5, 7, Department of Revenue v. Warren Petroleum Co., 
2 Tll.2d 483, 119 N.E.2d 215 (1954). The treatment of the case by the court may have 
resulted from the rule that if a constitutional question is not raised at the earliest possible 
point, it is waived, and apparently, the objection was not specifically raised by appellee 
in its answer below. See Abstract of Record, p. 3. 

* 393 Ill. 154, 65 N.E.2d 392 (1946). 

27d. at 160, 65 N.E.2d at 395. The court cited a similar statement in People v. 
Southwestern Bell Telephone Co., 377 Ill. 303, 306, 36 N.E.2d 363, 364 (1941) for support 
in its holding. 

’ That the state itself may be a taxing district, see Mobile & Ohio Railroad Co. v. 
State Tax Commission, 374 Ill. 75, 28 N.E.2d 100 (1940). The effect of the decision is to 
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tion’s property is in another, the county of its principal place of business. 

It is well-settled law that foreign corporations may be taxed in ways 
different from domestic corporations.’* For instance, the United States 
Supreme Court has held that a different tax may be applied to foreign and 
domestic corporations for the privilege of doing business within the state. 
In General American Tank Car Corporation v. Day,’* the Supreme Court 
upheld a Louisiana personal property tax quite similar in operation to the 
Illinois private car line companies tax. It was said that unless there was some 
substantial difference between the treatment of the property of domiciliaries 
and non-domiciliaries, there could be no objection. Where the taxing statute 
shows no purpose to discriminate and substantially does not do so, it is not 
invalid because there is some inequality in its operations as compared with 
the local tax.!7 

Although the “command of the [Illinois] Constitution is equality and 
uniformity of taxation,” '8 it is proper for different officers to make assess- 
ments or for different methods of ascertaining values to be used as to dif- 
ferent classes of property.!® If inequalities do result from the operation of 
such a system, they will not serve to render the system or the tax uncon- 
stitutional, so long as the system is not arbitrary in its classification and is 
not applied in a hostile and discriminatory manner.”° “Mere inequities in the 
administration of the law violates no constitutional rights . . . A statute is 
not discriminatory when the same means and methods are employed alike 
to the persons or property composing the class so the law operates on all 
similarly situated.” 71 

Thus, it would appear that if the instant tax were attacked with the 
seemingly more important objection of conflict with the Uniformity 


stamp constitutional approval on different tax rates for railroad personal property and 
other personalty, the former being taxed at a state-wide rate, and the latter at a local 
rate. Although the foreign corporation-domestic corporation problem is not present, the 
cases would seem to be analogous. 

“Tt is scarcely necessary to cite authorities that a state may differentiate in its 
methods of taxing between foreign and domestic corporations.” Commonwealth v. 
Columbia Gas & Electric Corporation, 336 Pa. 209, 227, 8 A.2d 404, 414 (1939). 

*® Northwestern Mutual Life Insurance Co. v. Wise, 274 U.S. 132, 38 Sup. Ct. 444 
(1918). Cf. Commonwealth v. Columbia Gas & Electric Corporation, 336 Pa. 209, 8 A.2d 
404 (1939). 

© 270 US. 367, 46 Sup. Ct. 234 (1926). 

Darnell v. State of Indiana, 226 U.S. 390, 33 Sup. Cr. 120 (1912); State ex rel. 
Davenport v. International Harvester Co., 216 Ind. 463, 25 N.E.2d 242 (1940); In re Buck- 
hannon River Coal Co., 113 Neb. 230, 202 N.W. 161 (1925); Commonwealth v. Monessen 
Amusement Co., 352 Pa. 120, 42 A.2d 158 (1945). 

*® People ex rel. Wangelin v. Wiggins Ferry Co., 357 Ill. 173, 180, 191 N.E. 296, 299 
(1934). 

” People ex rel. Ruchty v. Saad, 411 Ill. 378, 104 N.E.2d 240 (1952); Coal Run Coal 
Co. v. Finlen, 124 Ill. 666, 17 N.E. 11 (1888). 

Schreiber v. Cook County, 388 Ill. 297, 58 N.E.2d 40 (1944). 

* Schreiber v. Cook County, 388 Ill. 297, 303, 58 N.E.2d 40, 43 (1944). Cf. People v. 
Franklin National Insurance Co. of New York, 343 Ill. 336, 175 N.E. 431 (1931). 
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Clause, the court would uphold it, as it did in the face of attack under the 
14th Amendment. The final determination of the question must, of course, 
come from the court in future litigation. 

Gerorce J. VAN EMDEN 


TRIALS AND APPEALS—Failure to Demand Jury at Original Trial Held 
a Waiver of Jury on Remand. (Illinois) 


Plaintiff sued to recover for injuries incurred in an intersection collision 
between plaintiff’s motorcycle and defendant’s automobile. At the original 
trial neither party demanded a jury. Judgment for the defendant was re- 
versed and remanded on the ground that the trial court erred in finding 
plaintiff contributorily negligent.1 When the case was re-assigned for trial 
the defendant demanded a jury, but this motion was denied. Plaintiff won a 
judgment of $5000. On appeal to the Illinois Supreme Court,? held: Affirmed. 
Under Civil Practice Act, Section 64 the plaintiff waives a jury trial if he 
does not demand one at the time suit is commenced; the defendant waives 
jury trial if such demand is not made at the time of filing his appearance.* 
On remand the case stands with complaint and answer on file. There would 
be no constitutional right to a jury if it were the original trial and there is 
no reason to grant greater rights on retrial. Reese v. Laymon, 2 Ill.2d 614, 119 
N.E.2d 271 (1954). 

In the absence of a statute requiring parties to act affirmatively to save 
their rights to jury trial other courts have commonly held that waiver of 
jury at one trial is not binding at future trials. Prior to the enactment of 
CPA § 64 Illinois litigants had the right to a jury on retrial though this right 


Reese v. Laymon, 346 Ill. App. 465, 105 N.E.2d 526 (3d Dist. 1952). 


* The appeal could be taken directly to the Illinois Supreme Court because the 
constitutionality of § 64 of the Civil Practice Act was in issue. See Itt. Rev. Srat., c. 110, 
§ 199 (1953). 


*“A plaintiff desirous of a trial by jury shall make his demand for a jury in writing, 
and file such demand with the clerk at the time suit is commenced, and a defendant 
desirous of a trial by jury shall make such demand and file the same at the time of filing 
his appearance; otherwise such party shall be deemed to have waived a jury.” It. Rev. 
Srar., c. 110, § 188 (1) (1953). 


‘Northern Pacific Ry. Co. v. Van Dusen Harrington Co., 34 F.2d 786 (D. Minn. 
1929); Bliss v. California Co-Operative Producers, 112 Cal.App.2d 507, 247 P.2d 85 (1952); 
Hopkins v. Sanford, 41 Mich. 243, 2 N.W. 39 (1879); Stepp v. Stepp, 11 Tenn. App. 578 
(1930). Of course, the waiver continued in force where the trial on remand was merely 
a continuation to find additional facts. Raleigh Banking and Trust Co. v. Safety Transit 
Lines, 200 N.C. 415, 157 S.E. 62 (1931). Contra: New York is the minority in holding 
under the common law that a waiver of jury remains good during the life of the litiga- 
tion. In re Pollack’s Estate, 183 Misc. 910, 55 N.Y¥.S.2d 614 (1944); Leventhall v. Fire- 
man’s Insurance Co. of Newark, 266 App. Div. 756, 41 N.Y.S. 2d 302 (1943); Saranac 
Land and Timber Co. v. Roberts, 100 Misc. 511, 166 N.Y.S. 8 (1917); Tracy v. Falvey, 
102 App. Div. 585, 92 N.Y.S. 625 (1905). 
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had been waived at the original trial.5 This result was reached under a 
statute providing that a jury would be called unless it was waived expressly 
or impliedly by going before the court sitting alone.® 

It is well settled that regulation of the mode in which the right to jury 
is enjoyed is a constitutional exercise of legislative powers.’ The right to 
jury guaranteed by the Constitution § is that as it existed at common law,” 
but such “reasonable” legislation does not impair the substance of the right. 
“Of necessity, the need for a systematic order of procedure requires that 
there be regulation of the time when the jury trial be requested.” 1° The 
Illinois courts have held many times that under CPA § 64 the right to jury 
is waived if demand is not made until after appearance day.!! 

But did the legislature, by enacting this statute, intend that failure to 
demand a jury at the original trial should constitute a waiver of this con- 
stitutional right at subsequent trials? Appropriately, the Illinois Supreme 
Court has the last opportunity to determine legislative intent, but it can ill 
afford to totally disregard judicial or non-judicial opinion which might 
have been considered by the legislature. The court should keep in mind 
Justice Jackson’s observation “We are not final because we are infallible, but 
we are infallible only because we are final.” 12 The court in the instant case 
evidently regarded as inapplicable the principle that “in view of the provision 
of the Constitution that the cherished right of trial by jury shall remain in- 


* People v. Lord, 315 Ill. 603, 146 N.E. 506 (1925); Morton v. Robinson, 256 Ill. 629, 
100 N.E. 200 (1912); Rigdon v. More, 242 Ill. 256, 89 N.E. 992 (1909); Osgood v. Skinner, 
186 Ill. 491, 57 N.E. 1041 (1900). 


®ILt. Rev. Srat., c. 110 § 60 (1931); Public Laws of Illinois, an act in regard to 
practice in courts of record, § 41 (1872). 


"Stephens v. Kasten, 383 Ill. 127, 48 N.E.2d 508 (1943); Morrison Hotel and 
Restaurant Co. v. Kirsner, 245 Ill. 431, 92 N.E. 285 (1910); Williams v. Gottschalk, 231 
Ill. 175, 83 N.E. 141 (1907); Roszell v. Gniadek, 348 Ill. App. 341, 109 N.E.2d 222 (3d 
Dist. 1952); McKay v. Fair Haven and W. R. Co., 775 Conn. 608, 54 Atl. 923 (1903); 
Sutton v. Gunn, 86 Ga. 652, 12 S. E. 979 (1891); Fratantonio v. Atlantic Refining Co., 
297 Mass. 21, 8 N.E.2d 168 (1937). 


5 ILL. Const. Art. II § 5. 


*Sinopli v. Chicago Railways Co., 316 Ill. 609, 147 N.E. 487 (1925). This court 
traced the right to jury back to the Ordinance of 1787 enacted by Congress under the 
Articles of Confederation. Section 14 article 2 of that ordinance provides that inhabitants 
of the territories shall have “benefits of the trial by jury ... and of judicial proceed- 
ings according to the course of the common law.” 


*° Stephens v. Kasten, 383 Ill. 127, 133, 48 N.E.2d 508, 511 (1943). 


* Vail, Mills & Armstrong v. City of Paris, 344 Ill. App. 590, 101 N.E.2d 861 (3d 
Dist. 1951); Malkin v. August, 327 Ill. App. 207, 63 N.E.2d 668 (1st Dist. 1945); Viedens- 
chek v. Johnny Perkins Playdium, 319 Ill. App. 523, 49 N.E.2d 339 (4th Dist. 1943); 
Shellabarger v. Jacobs, 316 Ill. App. 191, 45 N.E.2d 184 (3d Dist. 1942); Westerfield v. 
Redmer, 310 Ill. App. 246, 33 N.E.2d 744 (1st Dist. 1941); Standard Oil Co. v. Town of 
Patterson, 300 Ill. App. 385, 21 N.E.2d 12 (3d Dist. 1939); Harris v. Juenger, 289 Ill. 
App. 467, 7 N.E.2d 376 (4th Dist. 1937), reversed on other grounds, 367 Ill. 478, 11 N.E.2d 
929 (1937). 


* Brown v. Allen, 344 U.S. 433, 540, 73 Sup. Ct. 397, 427 (1943). 
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violate, the statute should be liberally construed in favor of the right.” 18 
It apparently thought the intent of the legislature was to deny arguments 
which had previously been given much weight by the Illinois judiciary. The 
court had formerly thought that the right to jury trial should be renewed 
on remand since new issues might be formed and a different judge might be 
presiding to whom a party would not be willing to submit an issue of fact.!4 

These considerations make the decision, at first, appear arbitrary and 
unfair. But a closer analysis of the statute leads one to believe that the judg- 
ment rendered was the determination most clearly carrying out legislative 
policy. 


“The Illinois section on jury demands requires plaintiff to make his 
choice when he files the suit, and the defendant when he files his ap- 
pearance. Plaintiff certainly cannot know what the issues may be when 
he elects his course, and the defendant is in a little better position. No 
exceptions are made in favor of plaintiff when defendant files a counter- 
claim. Apparently it was the intent of the framers of this section to re- 
quire a jury demand, if it was to be made, very early in the proceeding, 
and without reference to any particular issues which might develop 
subsequently. If waiver is made, it is not of any particular issue, but of 
any issues there may be. It is not only a waiver of jury on a first trial, 
but of any other trials there may be. Granting defendant an extension 
of time to make jury demand in a specific situation, i.e., when plaintiff 
waives or withdraws a jury demand previously made, impliedly negates 
an extension in other situations. A definite time, rather than changing 
circumstances, seems to be the dominant consideration. . . . The discre- 
tion of the court to give relief against waivers . . . would seem to 
afford ample protection. .. .” 1® 


against hardship. Courts operating under similar jury demand statutes have 
almost without exception held that a jury once waived is forever waived.!7 
They have said that a demand first made upon retrial after remand is not a 


3 Morrison Hotel and Restaurant Co. v. Kirsner, 245 Ill. 431, 433, 92 N.E. 285, 286 
(1910); Lofaro v. Maggi, 184 Ill. App. 571 (1st Dist. 1914). 

* Osgood v. Skinner, 186 Ill. 491, 57 N.E. 1041 (1900). 

6 “A dditional time may be granted on good cause shown, in the discretion of the 
court and on such terms as may be just, for the doing of any act or the taking of any 
step or proceeding prior to judgment in any civil action.” ILL. Rev. Srat., c. 110, § 183 
(1953). 

8 TrrmNots Crvit Practice Act, ANNOTATED, 176 (McCaskell ed. 1936). This reason- 
ing was applied by an Illinois appellate court in 1897. The court said that under an 
express written waiver of jury the “cause” was to be submitted to trial by judge and 
not the “cause of action upon issues joined.” Therefore the right to jury was not revived 
by amendment. The Supreme Court refused to follow this theory, but affirmed the 
judgment on the ground that the amendment did not substantially affect the issues. 
Hanchett v. Ives, 171 Ill. 122, 49 N.E. 206 (1897). 

Moore v. United States, 196 F.2d 906 (5th Cir. 1952); Roth v. Hyer, 142 F.2d 
227 (5th Cir. 1944); Brock v. Louisville & N.R. Co., 122 Ala. 172, 26 So. 335 (1899); 
Lerner v. McDermott, 110 N.J.L. 99, 164 Atl. 864 (1933); Kearns v. Simpson, 83 N.J.L. 
221, 83 Atl. 774 (1912); Shepard Co. v. General Motors Truck Co., 50 R.I. 187, 146 Atl. 
477 (1929). 
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demand for a jury trial as of right 18 and that it is impossible for the defend- 
ant to comply with the provisions of the statute upon remand.?® Kansas is 
the only state using a jury demand statute in which a contrary result is ob- 
tained.2° The Kansas Workmen’s Compensation statute does not require 
parties to choose the mode of trial until after issues are joined.24 The Kansas 
legislature, unlike the Illinois legislature, intended that failure to demand a 
jury should be a waiver only as to issues already determined. Under this 
statute the waiver of jury can be logically limited to the first trial. 

Most of us will agree that the provisions for automatic waiver of jury 
were enacted with desirable goals in mind. Some of the reasons most fre- 
quently given are: 


1. Conformity between federal and state courts. 

2. Economy in notifying the judge in advance of the number of cases 
to be tried by jury. 

3. Swiftness of litigation achieved through an early determination of 
the mode of trial.?? 


However, a recent decision of the Supreme Court of Wisconsin indicates 
that the effect of the automatic waiver procedure is less than ideal. That 
court abrogated a rule 2% similar to CPA § 64 because attorneys, by demand- 
ing juries in all pleadings, delayed the actual determination of the method of 
trial, thus causing disorderly and uneconomical disposal of cases.2* Un- 
doubtedly, this also occurs to some extent in Illinois. But whether the Illinois 
statute is desirable as a matter of public policy or not, it appears that the 
decision in Reese v. Laymon was a correct and just application of it. “To 
hold otherwise would give a party a chance to speculate, first with the 


*® Moore v. United States, 196 F.2d 906 (5th Cir. 1952). In the federal courts “any 
party may demand a trial by jury of any issue triable of right by a jury by serving 
upon the other parties a demand therefor in writing at any time after the commencement 
of the action and not later than 10 days after the service of the last pleading directed to 
such issue. ... The failure of a party to serve a demand as required by this rule. . . 
constitutes a waiver by him of trial by jury.” Federal Rules of Civil Procedure for 
District Courts, Rule 38(b) and (d). The advisory committee officially commented that 
“This rule provides for the preservation of the constitutional right of trial by jury as 
directed in the enabling act and it and the next rule make definite provision for claims 
and waiver of jury following the method used in many American states and in England 
and the British Dominions.” The committee then cited statutes of Illinois, Tennessee, 
Wyoming, Connecticut, Hawaii, Massachusetts, Michigan, Arizona, California, Iowa, 
Nevada, New Mexico, New York, Utah, Washington, England and the Dominions. 
Federal Court Rules, Ann., 369 (1948). 

® Kearns v. Simpson, 83 N.J.L. 211, 83 Atl. 774 (1912). 

*° Walls v. Edgar Zinc Co., 113 Kan. 700, 216 Pac. 308 (1923). 

*t Kan. Laws 1917, c. 226 § 20. 

72 Comment, 30 Mara. L. Rev. 70 (1946). 

3 Wis. Srat. § 270. 32 (1945). This rule requiring parties to affirmatively demand 
a jury trial was revoked, and the former rule (Wis. Stat. § 270.32 [1943]) giving the 
right as a matter of course unless affirmatively waived was reinstated. 


** In re Doar, 248 Wis. 113, 21 N.W.2d 1 (1945). 
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judge, and having lost there and obtained a new trial for legal error, then 
to have a chance to get a different result from a jury on the factual phase 
of the case. Such speculation should not be permitted.” 25 

Justice Holmes once said “The life of the law has not been logic: It has 
been experience.” ** We know from experience that losing parties frequently 
make belated assertions of jury rights with the hope of gaining some tactical 
advantage or reversal. Apparently the jury demand in the instant case was 
made for just that purpose. The appellate court’s opinion that plaintiff was 
free from contributory negligence was binding upon the lower court unless 
additional proof of plaintiff’s negligence could be found. The defendant’s 
best opportunity to get a different conclusion of fact upon introduction of 
the same evidence was to submit the issue to a jury. The possibility that a 
different judge might hear the second trial is immaterial since under statutory 
waiver the jury right would not have been renewed by a change of judges 
at the first trial.?7 

Reese v. Laymon, in extending the concept of waiver of jury, follows a 
trend made necessary by the quantity and complexity of modern litigation. 
The result seems just, and it is believed that the statute cannot be reasonably 
interpreted in any other way. 

Donap A. HENss 


* Lerner v. McDermott, 11 N.J. Misc. 99, 100, 164 Atl. 864, 864 (1933). 

2° Ho_MES, THE CoMMON Law, 1 (1881). 

** Even at common law it has been held that the facts of a case in which jury has 
been waived are to be determined by any judge on the bench at the time the action 
comes to trial. To disqualify other judges of the circuit would be inconvenient, and in- 
stead of expediting trial might lead to a continuance from term to term until the court 
is organized as it was when the cause was submitted. Lanahan v. Heaver, 77 Md. 605, 26 
Atl. 866 (1893). 
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